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The Matching of — and Incomes 


By NorMAN S. YOUNG, A.U.A. (COMMERCE), A.I.C.A. 
(Continued sie last month)’ 


6.—TuHe MatcuinG oF Costs AND INCOMES. 

The matching of costs and incomes is the accounting process by which net 
profit or loss resulting from enterprise activity is measured. It seeks to 
charge to the incomes of a particular period the costs which are reasonably 
associated with the product represented by such incomes. “The problem of 
matching costs and incomes is primarily one of finding satisfactory bases of 
association—clues to relationships which unite revenue deductions and 
revenue.’’*# 

This process is not effected by a comparison of cash expended and cash 
received during an accounting period; it is not achieved under the modern 
system of “accrual” accounting, as is sometimes thought, unless there is a 
clear-cut acknowledgment of the fact that until incomes are recognized, i.e., 
brought into account in the Annual Revenue Account, the costs which can 
reasonably be considered to have been incurred in earning such incomes 
should be deferred and carried forward, as a charge to be set off against such 
‘incomes at the point of recognition. The matching of costs and incomes is 
an ideal which is rarely achieved in practice. The normal procedure, bred 
largely from conservatism, of charging off to the Revenue Account costs 
as they are incurred (notwithstanding the incomes to arise or which are 
expected to arise from such costs have not yet made their appearance) 
precludes the possibility of an effective matching of costs against related 
incomes. The “operating” section of the Revenue Account in such circum- 
stances can never reveal with any reasonable degree of accuracy the net 
profit or net loss attributable to the reported incomes, as it ignores the 
future benefits of unexhausted or unexpired costs 

Three principal reasons can be seen for this tendency to under-estimate 
reported current net profits; firstly, management’s fear of adverse trading 
conditions in succeeding financial periods ; secondly, the desire to minimise 
income tax assessments, or at least to ensure that the tax, which has to be 
paid in cash, is levied on a basis which excludes, as far as possible, all 
“doubtful elements; and, thirdly, the _ practical difficulties of finding a 
satisfactory basis for assigning costs, e.g., extensive advertising expenditure 
incurred during the last quarter of the financial year may have been 
undertaken for the purpose of marketing new lines of commodities which 
are to be released in the succeeding financial year. In practice some 
accountants might “defer” the whole or part of this expe nditure at balance 
date; others would consider it prudent to write it off in the year it was 
incurred, urging that there was no certainty that the expenditure would 
necessarily result in the creation of incomes in the succeeding year. 
Accordingly, the process of matching costs and incomes has to be applied by 
%. “An Introduction to Corporate Accounting Standards,” Paton and Littleton, p. 71. 

BE 
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the adoption of a commonsense, as well as a theoretical, approach, and the 
best results which are likely to be achieved will probably occupy a mid-point 
between the practices dictated by blind conservatism and the ideal contained 
in the basic theory of this accounting concept. 

In this connection it is interesting to note the views of the Council of 
the Institute of Chartered Accountants in England and Wales in which the 
tollowing statement appears in the eighth of a series of recommendations 
made by the Council in connection with accounting principles—‘‘The Profit 
and Loss Account should be presented in such a form as to give a clear 
disclosure of the results of the period and the amount available for 
appropriation.”*5 (The italics are mine.) The results of the period are 
sought—not a confusion of disconnected costs and incomes. 

There are no practical difficulties in matching costs and incomes when the 
process is applied to a single liquidated venture which does not have to be 
broken into artificial fiscal periods. In such circumstances the net profit 
or loss is represented by the difference between the amount of money 
subscribed to finance the proposed undertaking (the opening capital) and 
the amount of money on hand at the completion of the undertaking (the 
closing capital) after allowing for any additional money introduced or 
withdrawn by the proprietor between the opening and closing dates of the 
venture. 

A typical case would be that of a building contractor who decided to 
purchase a block of land and construct a dwelling thereon for the purpose 
of sale. The contractor would estimate the capital required to purchase the 
land and necessary equipment, and the costs of construction (wages, 
materials, etc.). Let us assume that his estimate was £5,000, and that for 
convenience he paid this amount into a special “contract account” with his 
banker. The financial history of the transaction might reveal that he paid 
£250 for the land, £500 for a motor truck, and incidental equipment and that 
expenditure on wages, materials and other outgoings in connection with the 
building of the house totalled £3,000; he had also withdrawn £250 for 
personal living expenses. Having built the house he placed it in the hands 
of a land agent for sale, and a buyer was found who was willing to pay 
£4,000 cash; for his services the agent charged £100. The contractor then 
decided that he would not continue further building operations and sold 
his truck and equipment for £350. The profit on the venture would be 
calculated as follows: 

EE ee 
EE be 66 He dr oe Oe ee tS 5,250 


Surplus .. .. iy £250 
Funds withdrawn for ‘personal purposes 7 250 


IR le Nic i a le it” et ale __ £500 


This statement, of course, is not prepared in the manner of the accountant, 
but reflects the basic calculation which the contractor would make. In order 
to arrive at the closing capital the contractor would summarize his receipts 
and payments as follows :— 

Balance in bank at commencement .. .. .. .. .. .. .. £5,000 


Add: Proceeds from sale of :— 
House .. .. i 


Truck and equipment vs 


25. The Australian Accountant, Vol. XIV, p. 297. 
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Less: Expenditure on :— 
Wages and materials .. .. .. .. .. .. .. £3,000 
Truck and equipment ‘ema * 500 
Purchase of land .. 250 
pg Pete eee 100 


£3,850 


Personal withdrawals .. .. .. .. .. .. «se ee 250 
—— 4100 


Balance in bank at close .. 


£5,250 


In this simple illustration, which, unfortunately, is not representative of 
present-day enterprise activity, we have been able to sidestep practically all 
the accounting problems to which we will subsequently give our attention. 
Our matching of costs and incomes has been simplified, firstly because the 
venture was not broken into a series of financial periods; (we have not 
attempted, for example, to determine whether a profit or loss was made at 
any interval between the time of starting the work of construction, and sale) ; 
secondly, because it was completely liquidated with no question arising of 
“valuing” unexpired costs (as, for example, if the truck and equipment had 
not been sold and depreciation had to be estimated) ; and, thirdly, because 
income was objectively and finally determined by the receipt of cash. (If 
the purchase consideration had been paid as to the sum of £3,750 in cash 
of £250 in the form of a promissory note payable in 12 months, the 
contractor would have had to decide whether he could regard the total sale 
price as “realized” income ; in practice he would have had to consider whether 
it was prudent to treat as income a book debt which on maturity might not be 
collected. ) 

Even in this simple case, however, there is one problem which has to be 
disposed of if we are to arrive at a tre matching of costs and income. 
Supposing the buyer of the house stipulated, as is not unusual in the case of 
anew construction, that the contractor had to be responsible for any defects 
in the building which were disclosed within six months from the date of 
sale.’ We would answer this by saying that the profit of £500 was only 
tentative and that it could only be regarded as a final determination after 
the period of six months’ maintenance had expired and that it was subject 
to any costs which the contractor might have to meet during this period 
under his contractual obligation to the buyer. In other words, the matching 
of costs and income when the time limit has been removed and we are able 
to await the final liquidation of the venture becomes no more than a 
recording and classification of receipts and payments. 

Once we move into the sphere of the modern complex business organ- 
ization which has’a continuity of existence and where profit or loss has to be 
determined at periodic intervals, we find that our process of matching costs 
and incomes becomes subject to severe limitations and restrictions. In order 
to rationalize the practical application of accounting theory in relation to 
the determination of periodic profit or loss, it has been necessary, as we 
shall see, to develop a subsidiary group of conventions or. rules. It is 
important, therefore, to recognize at the outset that the net profit or loss 
disclosed by the annual revenue account is subject to unavoidable qualifi- 
cations—the result can be no better than a tentative estimate. 

Symptomatic of the increased attention which accountants are giving to 
the problems associated with the determination of periodic profit or loss is 
the growing significance of the revenue account as an accounting document. 

Professor Paton summarized and explained the changing viewpoint in 
these words : “Formerly pre-occupied with the balance sheet, the statement of 
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the financial position, and the point of the commercial creditor, the 
accountant is coming to see that the more important accounting report 
is the income statement prepared so as to give special attention to the 
needs of the investor. In other words, the accountant is beginning ty 
recognise that the business enterprise should be conceived as a continuing 
stream of activity, rather than a series of positions, and that his primary 
task is to prepare reports of the course of this stream in appropriate time 
sections. With the adoption of this conception, the balance sheet becomes 
a reconciling complementary exhibit connecting successive reports of 
performance.””® 

Let us examine the problem from two aspects— the measurement of 
incomes and the measurement of costs. 


I._—Incomes. 

For the purposes of this paper I propose to avoid the entanglement of 
formal definition and to adopt the advice given in the Accountants’ Hand- 
book, namely, “that an accountant, facing the problem of defining and 
measuring business income under a great variety of conditions, will do 
well not to attempt to formulate a precise formula or working rule to be 
applied in all cases.”** 

Where used without any explanatory prefix the expression “incomes” (or 
“income”’) is to comprehend the gross earnings or gross revenues which 
arise primarily as a result of enterprise activity in its widest sense. It will 
include the proceeds from the sale of commodities and services, the returns 
on investments, and any other form of realized profit or gain associated 
with the normal activities of the business. It will, however, exclude 
“capital” profits, i.e., profits on the realization of those assets which are 
not held for sale in the ordinary course of business. In the preparation of 
the annual Revenue Account, “capital” profits (if included) and any 
abnormal incomes of a non-recurring nature must be segregated and 
clearly distinguished ; they should not be shown in the “operating section” 
of the account. 

The accounting concept of enterprise incomes, like most accounting 
concepts, is a compound of conventions, rules and practices sufficiently elastic 
to meet the exceptional as well as the normal operations of enterprise 
activity. 

In tracing the movement of enterprise income$ we can observe two distinet 
phases; firstly, the process of earning; secondly, the process of recognition 
or measurement. 

The accountant is primarily concerned with the second process. Produe- 
tion, although an important, and in some cases the dominant, factor in 
earning incomes is only used by the accountant in exceptional cases as the 
standard for reporting incomes in financial accounts. Accounting theory 
therefore draws a distinction between the earning and the recognition of 
incomes, the latter generally taking place at the point of realization. Incomes 
once realized, however, may have to be apportioned with due regard to the 
various factors which have contributed to their earning. “It has been held 
in a number of decided cases that the income derived from a_ business 
comprising a number of operations may result in part from each operation 
and not from any one of them.’*8 Thus the profit on manufacture 
excluded from assessment to income tax where goods which have beet 
manufactured outside Australia are imported into and sold in Australia by 
the manufacturer thereof (s. 38 Commonwealth Income Tax Assessment 
Act). 

Several tests are employed by accountants for recognizing incomes, but, 
26. “‘Recent ‘and Prospective Developments in Accounting Theory,” p. 5. 


27. The Accountants’ Handbook, p. 1076. 
28. Report of the Royal Commission on Taxation. 
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as already mentioned, the sale, in the case of tangible property, and the 
furnishing of the service in other cases, i.e., the evidence of realization, is 
by far the most important. Accountants as a rule refuse to recognize 
incomes until they have been realized. The essential characteristic of 
incomes from an accounting point of view is that they must be evidenced 
and supported by genuine.asset values acquired by the enterprise, preferably 
in liquid form. 

Until the sale makes its appearance (the legal transaction which results 
in the severance of enterprise property in exchange for cash, or a promise 
to pay cash—a book debt), the accountant should simply record, marshal, 
and accumulate costs incurred, in order that they will be readily available 
in a convenient form when the time comes to set them off against the 
incoming new assets, acquired on the completion of the sale. Thus, stocks 
on hand at the close of the financial year, although sometimes shown on the 
credit side of the Manufacturing or Trading Account are not part of the 
incomes of the business—they are simply cost accumulations held over from 
one financial period which will be matched against incomes of succeeding 
periods when such stocks are sold. This fact is clearly emphasized in the 
modern accounting practice of using a “Cost of Goods Sold” Account as 
the negative element in reporting gross profit on sales. 

In refusing to recognize the “added utility” of manufactured goods until 
confirmation is available in the form of a sale, accounting theory runs counter 
to economic theory which would include in the incomes for a particular 
financial year the difference between the cost of the closing stocks and their 
market value (less costs of selling). 

It is also at variance with the legislative concept of the significance of 
trading stocks as expressed in the Commonwealth Income Tax Assessment 
Act which describes the excess of “the value of all trading stock on hand 
at the end of the year of income over the value of all trading stock on hand 
at the beginning of that year” as “assessable income” (s. 28). To the 
accountant, however, this excess is not income—it is a cost factor, a 
deduction from the expenditure incurred during the current period on the 
manufacture or purchase of stocks which has to be made in order to 
determine the cost of goods sold during that period. The Income Tax 
Assessment Act, in other words, is following the outmoded pattern of the 
Trading Account which shows closing stocks as a credit item with an implied, 
but in reality no real, affinity to the sales which are shown on the same side of 
the account. The Act however goes further in that it sanctions the reporting 
of closing stocks on the basis of “market selling values” if the taxpayer so 
desires (s. 31) ; with the result that where this practice is adopted (assum- 
ing the “market selling value” is higher than cost), unrealized profit is 
taken into account. It is true that this option is only exercised in a small 
minority of cases, but it can be availed of and is no doubt used in appropriate 
cases to iron out the incidence of income tax where, as for example, a 
taxpayer anticipates higher revenues in the succeeding financial year and 
wishes to shift some of them back into the year about to close. 

There is widespread unanimity amongst accountants that the realization 
test is the most satisfactory standard to be employed for the recognition 
and measurement of enterprise incomes. Professor Paton expressed this 
view when he said: “Accountants are generally agreed that revenue—the 
lifeblood of the enterprise—is measured by the volume of sales. The 
delivered sale, in most lines of business, is the culmination in the process 
of production . . . On the occasion of the sale the vendor enterprise 
generally comes into possession of new liquid resources in the form of 
cash or receivables (cash in process). As a rule, therefore, the sales 
amount constitutes a very satisfactory yardstick of realized revenue.””® 


%. “Recent and Prospective Developments in Accounting Theory,” p. 5. 
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Why does the accountant place so much reliance on this realization 
standard for recognizing incomes? Several reasons can be advanced, 
























































Firstly, it provides verifiable objective evidence; the result is not made to : 
depend on the unsupported opinion of the management. This is funda- i. 
mental from the point of view of auditing practice. Secondly, it represents = 
the logical point of measurement being the final phase in the normal enter- - 
prise operation (subject only to collection, where sales have been made on A 
credit). Thirdly, it is the point in the cycle of enterprise activity at which 
the costs which have been tied up during the process of production or es 
acquisition are released for further service in the enterprise—the costs have 
resumed or will shortly resume their original liquid form. The fact that tic 
incomes once reported become an important element in forming the pattern re 
of subsequent transactions which are dependent on liquid resources being oe 
available to carry them through, e.g., liability for the payment of income " 
taxes, distributions to proprietors and shareholders, etc., strengthens the th 
need to recognize incomes, as a general rule, only when they can be identified gel 
in liquid or near liquid form. “i 
Because incomes can be considered to have been fully realized only when be 
they are received in cash, the accountant acknowledges that, in adopting a tha 
realization standard which includes sales on credit, his measurement is ’ 
subject to unavoidable, but generally minor, qualifications; the purchaser con 
may return the goods, may dispute the price, or may be unable to discharge I 
his liability to pay. Fundamentally, the reserves which are made against a ( 
these contingencies, or the reporting of them when they arise (the former ent 
practice is preferable) are subtractions from the reported sales (where sales ar 
are the incomes under consideration); they are not costs or expenses of I: 
operating the business. It would therefore be preferable if this association or | 
was made clear in the preparation of published accounts—bad debts, returns the 
and allowances should all be shown as deductions from gross sales or dep 
whatever account is used to describe the appropriate incomes. cont 
There is, of course, no escaping the fact that the accountant’s reliance on stag 
the realization test for recognizing incomes, for some purposes, falls short wor 
of the ideal. It is somewhat illogical to say, for example, that the incomes the 
represented by the sale of stocks completely manufactured during one reas 
financial year and on hand at the close of that year, which are fisca 
sold during the succeeding financial year, provide an all-purpose measure- payr 
ment of the incomes derived during the year of sale; this assumption by t 
ignores the fact that the whole effort of production has taken place in the estin 
preceding year. However, this anomaly is not serious where it simply base 
results in deferring the recognition of incomes from the point of view As 
of time; it can be serious and have the consequences of distorting the cons! 
financial results of successive accounting periods where, as is frequently the B  oytc 
the case in practice, all costs incurred in connection with the unrealized § hase, 
stocks are not carried forward to be matched against the incomes provided by § work 
their sale in subsequent financial periods. As we shall see when we come on st 
to consider the influence of managerial conservatism in relation to the treat- that ; 
ment of costs, the tendency is to make arbitrary reductions in costs which § date. 
should be deferred at balance date—stocks are generally carried forward, § the c, 
not at cost (including a proportion of overhead, where they have been distur 
manufactured), but usually at prime cost or at some lower figure. Whet & rates 
this occurs there can be no proper matching of costs against incomes, as have 
costs are written off in a year during which the incomes attributable to Ae 
such costs are not accounted for, whilst in the succeeding financial period the BF case , 
reported net income is overstated to a corresponding extent. the cc 
But the realization standard is not applied under all circumstances. I & ag ha) 
some businesses which engage exclusively in “time-payment” selling, the ™ 
“cash received” test is used as a substitute; a similar basis is also adopted MH 31. The 
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in most professional businesses’ Here we see a rule of custom or 
convenience which offends against the accounting concept of matching 
costs against incomes. The costs which should be matched are the costs 
incurred in earning the particular incomes which are accounted for in the 
relevant accounting period. Under the cash received basis for recognising 
incomes this is an impossibility, with the result that the periodic Revenue 
Accounts consist of a combination of unrelated costs and incomes. To be 
consistent accountants employing this basis should spread the costs of 
earning incomes over the period of their receipt. 

“In general the receipt of cash is no adequate criterion of income realiza- 
tion. Jf the product has been manufactured and delivered (or service 
rendered), and an unquestioned asset acquired to the amount of selling 
yalue in the form of a valid receivable, the revenue involved has been 
arned, and should be recognized as such. The same proposition holds in 
the case of accrued interest, rent and similar revenues. If revenues were 
generally recognized only in terms of collections, comparison of periods on 
a rational basis would be impossible; revenues of one period would often 
be recognized in the succeeding period, and there would be no assurance 
that such errors would offset each other.’ 

The cash received basis of recognizing incomes is at best a rule of 
convenience—it can find no support in accounting theory. 

In certain circumstances however sound accounting practice will authorize 
a departure from the realization standard, such as in the case of an 
enterprise engaged on long-term construction works, e.g., the building of 
a reservoir or a ship. 

For obvious reasons it is undesirable that the determination of net profit 
or loss should await the completion of the job and its formal acceptance by 
the constructing owner. Income tax considerations alone would justify a 
departure from orthodox accounting practice, apart from the fact that the 
contractor himself, for financial reasons, will require to know in progressive 
stages whether his budgeted profit is being realized. “Where the unit of 
work is large and considerable time is required to carry the job to completion, 
the estimates of cost are usually carefully made, and this makes possible 
reasonably accurate estimates of the amount of profit secured during any 
fiscal period ... Such contracts are usually financed by means of periodic 
payments on account based on careful estimates of percentage of completion 
by the supervising architect or engineer, and it can be urged that if these 
estimates suffice as a basis for partial payments, it is not unreasonable to 
base profit estimates thereon.’’*! 

As a general rule the estimates of periodic net profit on a long-term 
construction job should be conservative in view of the fact that the final 
outcome of the contract cannot be foreseen. It is preferable that they be 
based on a matching of the costs incurred in completing that portion of the 
work which has been “certified” with the progress payments made or due 
on such work; as an alternative the interim profit might be calculated as 
that proportion of the estimated final profit which the costs incurred to the 
date of balance bear to the estimated cost of the total job. The nature of 
the contract, the stage reached at balance date, the possibility of industrial 
disturbances such as strikes, and the risks of increases taking place in wage 
rates or material costs before completion would all be factors which would 
have to be taken into account at the time the estimate was made. 

Another exception to the standard test of realization is to be noted in the 
case of primary producers where it is a practical impossibility to determine 
the costs of the natural increases in flocks and stocks of farm produce (such 
as hay, wheat, etc.) on hand at balance date. Where the natural increases 
30. Accountants’ Handbook, p. 1082. 

31. The Accountants’ Handbook, p. 1084. 
c 
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of flocks or produce on hand are brought into account for income tax 
purposes at market selling value, as is sometimes done, and the same 
practice is adopted in the accounts of the producer, the incomes for the year 
will include an “unrealized” element. Generally, however, assets of this 
nature are accounted for on the basis of arbitrary or conventional costs, 
The accountant does not include in his conception of incomes the unrealized 
appreciation or accretion in the value of assets. “Appreciation in general 
does not reflect or measure the progress of operating activity ; appreciation 
is not the result of any transaction or act of conversion; appreciation 
makes available no additional liquid resources which may be used to meet 
obligations or make disbursements to investors; appreciation has little or no 
legal standing as income.’’** These are some of the reasons advanced by 
Professors Paton and Littleton why appreciation should not be included in 
accounting incomes. With respect to accretion in value as in the case of 
growing timber, stocks of maturing liquors and the like, these authors take 
the same view, but they point out that “there is no serious objection to 
the reporting of the increase from time to time if it is carefully estimated 
and labelled in such a fashion as not to be confused with realized incomes,”® 
Once incomes have been recognized as such our next important step is 
their classification. This is essential as income tax is not chargeable on 
profits which have arisen from the sale of “fixed” assets (except where 
they have been acquired for the purpose of a profit-making venture). Special 
legal considerations apply, in the case of companies, to the declaration ot 
dividends, whilst both the management and investors are concerned to 
know the extent to which the incomes have arisen as a result of normal 
operating activity as distinct from abnormal or extraordinary causes. 


11.—Costs. 

In transferring our attention from incomes to costs we immediately enter 
into the most controversial sphere of accounting theory and practice. 

“Tdeally, all costs incurred should be viewed as ultimately clinging to 
definite items of goods sold or services rendered... All costs, however, do 
not attach in 4 discernible manner, and this fact forces the accountant to fall 
back upon time periods as the unit for associating certain expenses with 
revenues. Time periods are a convenience, a substitute, but the funda- 
mental concept is unchanged.’”*4 

Here we can observe two important accounting conventions which at once 
suggest not only the controlling purpose of periodic cost recognition, viz., the 
establishment of a positive relationship with reported incomes, but a practical 
difficulty in the way of attaining this objective, viz., the need to rely upon 
time periods as the test for charging to a particular financial period those 
costs which do not possess an affinity to the products sold or services rendered 
in the period under consideration. 

In financial accounting the costs and incomes of enterprise operations, as 
a whole, during a short term period, cannot be matched by the employment of 
the methods which are used by the cost accountant in determining the cost of, 
say, an individual unit, or a separate process of production. ‘The best that 
can be hoped for is that a broad relationship to reported incomes will be 
established, and that the use of the time period (or the date on which the 
cost was incurred) as the test for charging costs to the Revenue Account will 
be treated as a subsidiary and not as the dominating consideration—to be 
used only where it is impossible to trace a direct connection with incomes. 
The time test should be adopted for that class of cost where it is not 
practicable to make an assignment to the present and succeeding financial 
$2. “‘An Introduction to Corporate Accounting Standards,”” Paton and Littleton, p. 62. 


33. “‘An Introduction to Corporate Accounting Standards,’’ Paton and Littleton, p. 53. 
34. “An Introduction to Corporate Accounting Standards,” Paton and Littleton, p. 15. 





con: 
“ass 
It 
rest 

acq 
whi 
mat 
the 

peri 
whic 
orn 
expe 


35, “*, 
36, “*, 


THE AUSTRALIAN ACCOUNTANT 25 


periods. As pointed out by Gilman*, “the assignment of costs and expenses 
to the same accounting period in which so called related incomes are 
recognized is often impossible due to two uncertainties, i.e., uncertainty as 
to time and uncertainty as to amount.” It is generally impossible to 
determine the extent to which expenditure on research work or advertising 
will benefit the incomes of future years, (uncertainty as to time), and the 
extent to which costs will be incurred under guarantees of satisfactory 
service on, say, the sale of new motor cars where the periods of the guarantees 
extend beyond the financial period during which the sales were effected 
(uncertainty as to amount). 

Our basic concept, however, should be to visualize costs as those sacrifices 
of the economic services owned by the business which have been made 
during the relevant accounting period for the purpose of generating incomes ; 
hogen are the efforts, incomes are the accomplishments.” This is the nexus 

e should wish to establish. By economic services we mean the aggregate 
of all those rights and privileges which have accrued to the business as the 
result of expenditures, whether in the form of wages, salaries or commissions 
(resulting in the creation of a labour force), the purc hase of buildings, plant 
or commodities (resulting in tangible property being made available), or, on 
the innumerable “expense” accounts (resulting in some right or benefit being 
acquired—generally of a temporary or fleeting nature) 

By using this approach we shall escape the common fallacy, already 
adverted to, of assuming that because certain costs have been incurred during 
a particular financial period it is inevitable that they be charged off to the 
Revenue Account in the same period. This assumption ignores the basic 
accounting concept of costs and the fact that all costs incurred in the conduct 
of enterprise operations are essentially homogeneous in nature. The 
distinguishing test at balance date is whether they represent the acquisition 
of economic services which have been fully or only partially exhausted in 
the process of earning incomes. Costs which have expired should be written 
off against the incomes which have taken their place; costs which have not 
expired should be carried forward in the Balance Sheet in order that they 
may be matched against appropriate future incomes. 

In this sense the expression “Costs” (or “Cost’’) will embrace all enter- 
prise expenditure whether described in the books of account as ‘“‘cost,” 
“expense,” or “asset.” These terms, however, “have acquired traditional 
meanings which are not always helpful in expressing their underlying kin- 
ship”**—meanings which have been developed primarily in connection with 
the classification of costs. It is necessary, therefore, that we should draw 
a line of distinction between the inherent nature of costs and their grouping 
in financial statements. It will be remembered that in the case of our 
contractor we treated, as costs deductible from incomes, a combination of 
expenditures which the accountant would describe as “costs” (the costs of 
constructing the building), “expenses” (the agent’s selling commission), and 
“assets” (the truck and building equipment). 

In accounting terminology the expression “cost” is frequently used in a 
restricted sense to describe the expenditure directly associated with the 
acquisition or manufacture of the products which are sold—the expenditures 
which are finally grouped uuder the caption, “Cost of goods sold,” e.g., raw 
materials, direct wages or production, freight inwards, etc. “Expense,” on 
the other hand, although just as important an element in determining the 
periodic net profit or loss is generally employed to comprehend expenditures 
which are not directly connected with the technical process of production 
or merchandising, and so we have such items as “selling expenses,” “financial 
acted etc. And finally, we have the “asset” sometimes loosely and 


“Accounting Concepts of Profit,” S. Gilman, p. 127. 
“An Introduction to Corporate a R Standards,” Paton and Littleton, p. 25. 
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incorrectly thought of as tangible property, but, properly, as those expendi- 
tures incurred by the business which have not been fully exhausted at balance 
date—unexpired costs which find their way into the balance sheet under a 
miscellaneous array of descriptions, such as “rent, rates and insurance paid 
in advance,” unsold “stock-in-trade”’ and “plant and machinery,” which 
still has a period of useful life ahead of it. “The only difference between 
expenses and assets is one of time of appropriation or association with 
the specific units of income.”** 

“If we can think of the investment in an asset as the price paid for a 
series of future services, the asset account may well be thought of as a 
deferred charge to operations or a prepaid operating expense.’’** 

The accounting treatment of costs passes through at least three stages— 
“Firstly, initial recognition, measurement and classification; secondly, the 
tracing of subsequent internal movements and regroupings, and finally the 
matching with revenues of the present or some future financial period.”*® 

This process of dealing with costs in stages is the natural outcome of the 
application of the accounting period convention to the operations of a 
continuing business—it is the means whereby accountants distinguish 
between revenue expenditures (the costs chargeable to the current financial 
period) and capital expenditures (the costs which have to be carried forward 
in the balance sheet for the benefit of future operations). In this field the 
work of the cost accountant has been of tremendous assistance to the 
financial accountant, particularly in the second stage of “tracing the 
subsequent internal movement and regrouping of costs.” The methods 
employed by the cost accountant by which he identifies “overhead costs” 
with specific units of output have not only promoted clearer thinking as to 
the nature of costs, but have assisted materially in overcoming the difficulty 
of having to rely extensively on the “time period,” or the date the cost 
was incurred, as the test of whether it should be charged to the current 
period. Thus, the proportion of overhead expense which has been regrouped 
as part of the cost of manufactured stocks on hand at the close of the year 
will find its true resting place amongst the group of deferred costs to be 
carried forward. 

Before dealing with the separate problems of periodic cost recognition and 
measurement it is necessary that reference be made to the accounting concept 
and treatment of “losses.” Costs we have conceived as those economic 
services acquired by the business which have become (or are still available 
to become) embodied in the products or services which have been severed 
from the enterprise ownership on the occasion of sale—costs have an 
economic value in exchange. Losses on the other hand will represent those 
economic services acquired by the business which have lost their economic 
value before they can be fully employed in the production of incomes, eg., 
the cost of property destroyed by fire or stolen; the cost of a mine which 
on subsequent investigation proved to be valueless and had to be abandoned. 
“From a strictly technical point of view a loss may be defined as any 
deduction from equities (either capital or income) resulting from the 
expiration of some asset value for which no compensatory values are 
acquired. Thus loss is in sharp contrast with expense. Expense is the cost 
of revenue; it measures the consumption of resources which is made good 
(at least in part) from the proceeds of sales. A loss measures an expiration 
for which there is no return.” 

7. “‘Accounting Evolution to 1900,” Littleton, p. 201. 

. “Principles of Public-Utility Depreciation,”” Percy Mason, p. 13. 

. “An Introduction to Corporate Accounting Standards,” Paton and Littleton, p. 25. 

. ‘The Costs that cannot be traced home and attributed to particular units of business in the 

same direct and obvious way in which, for example, leather can be traced to the shoes that are 


made from it.’’—‘*The Incidence of Overhead Costs,” J. Maurice Clark, p. 1. 
. “Essentials of Accounting,”” W. A. Paton, pp. 105, 106. 
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Looking at the enterprise financial structure as a whole, however, it is 
apparent that both costs and losses have much in common, and in some cases 
they are not separated, as for example, where stock deterioration and petty 
pilfering is absorbed in the “cost of goods sold” account. 

In the measurement of the periodic net profit or loss on enterprise 
operations we shall however only include the costs and losses relating to the 
“normal” activities of the business; extraordinary costs or losses, if 
included in the annual Revenue Account must be clearly identified in order 
to avoid any distortion of the objective we are endeavouring to reach, viz., 
a matching of incomes (as already described) with the appropriate costs 
of producing such incomes. This is essential to ensure proper compliance with 
and recognition of certain legal considerations in connection with the taxation 
treatment of “capital” profits and losses, and the source from which dividends 
may be declared in the case of a limited liability company. 

As in the case of the recognition of incomes, the accountant in his 
treatment of costs works on a monetary price, evidenced, whenever possible, 
by the purchase transaction, i.e., the acquisition by the enterprise of economic 
values (property or services) in exchange for the payment of cash, or a 
promise to pay cash. “The condition which validates the cost figure is the 
simultaneous action of two independent parties motivated by self interest.”* 

But the mere payment of cash, or the acceptance of a liability to pay 
cash, does not, under all circumstances, represent a proper measurement 
of cost, e.g., in the case of a private company where distributions of profit are 
made under the guise of director’s fees—implicit in cost recognition is the 
test of reasonableness. On some occasions it is also considered sound 
practice to recognize cost notwithstanding that legal title to property has 
not been acquired by the enterprise, e.g., where property is being held under a 
hire purchase agreement (when title does not vest in the “hirer” until the 


option to purchase is exercised on the payment of the last instalment of 
“hire’). In transactions of this class it is usual to recognize cost on the 
basis of the contract price with an assumed liability for the future “hire 


, 


instalments.’ 

Economic services acquired by the enterprise without cost, as in the case 
of gifts, also call for special consideration. Some accountants would include 
property so acquired on the basis of an implied cash cost (with an adjust- 
ment to the Capital Account), but the more conservative accountant might 
be content to let it remain in the business as a “secret” reserve. 

Amongst the vast range and variety of enterprise costs which the 
accountant has to deal with there are two which I have singled out for 
special discussion because of their importance in the determination of 
periodic net profit or loss, and because they incorporate practically all the 
problems of cost recognition and measurement which arise with other 
types of cost. I refer to stock-in-trade and depreciation. 


Stock-in-T rade. 

There is probably no single cost factor which has been used so extensively 
as the means of manipulating the net result of periodic profit and iuss 
statements as the ‘“‘cost of goods sold” account—the adjustments being 
made in the closing stock element of this account. 

It is perhaps desirable to clear up one question at the outset. Is there 
any inherent difference between the “cost of goods sold” account and the 
other items of cost which have to be taken into account in calculating 
periodic net profit or loss? Orthodox accounting practice appears to assume 
that there is—to the extent that normal operating charges not identifiable 
with goods sold or manufactured are written off to the Revenue Account at 
‘ost (irrespective of whether the cost by comparative standards was 


> ° . ~~ ” Py “ 
#2. “An Introduction to Corporate Accounting Standards,”’ Paton and Littleton, p. 26. 
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favourable or unfavourable), whereas it is permissible, apparently, tp 


adjust the “cost of goods sold” from the cost basis to some alternatiye 
basis (generally higher) in order to provide “a measure of tax relief,” “ty 
smooth out the business cycle,” or to give effect to some other consideration 
ot management. 

The accounting treatment of “cost of goods sold” is very severely controlled 
by managerial wishes—it is in this field that the “doctrine of conservatism” 
eperates most freely. This doctrine is applied in three ways. Firstly 
methods of ascertaining the cost of stocks unsold at balance date have been 
developed, which have as their avowed object not the determination of 
true cost but a fictitious cost which will assist in stabilising profits ove 
the period of the trade cycle. The “base stock” method is an example. For 
a full and interesting reference to this question I would refer you to the 
Inaugural Research Lecture in Accounting established by the Commonwealth 
Institute of Accountants in the Canberra University College, delivered by 
Mr. Fitzgerald last year.** Secondly, having established the cost of stocks 
unsold (by the employment of one of the several methods in use), an 
adjustment is made to reduce the cost to “market replacement cost,” where 
there has been a fall in prices between the dates of acquisition and the date 
of balance—the popular rule of “cost or market whichever is the lower.” And, 
thirdly, the practice of using the closing stock item as the means of creating 
secret reserves. When this is done, cost and market replacement costs are 
disregarded and an arbitrary figure (much lower) is substituted, which whilst 
it reduces the reported profit in the current period, stores up an accumulation 
of financial problems in succeeding years when stocks are realized. Many 
traders who adopted this short-sighted policy are now paying for their 
“astuteness” in these days of higher income tax rates and the control of 
selling margins enforced under the war-time Prices Regulations. 

In this problem we have evidence of complete lack of unanimity amongst 
accountants as to the application of “sound accounting standards.” One 
school of thought, whilst acknowledging the propriety and desirability of 
management conducting enterprise operations on a conservative basis, sees 
no reason why the doctrine of conservatism should be permitted to play 
havoc with the basic accounting concept of matching against periodic incomes 
only those costs which have been reasonably incurred in their production. 
These accountants consider that if management wishes to provide against 
“unrealized losses” on the costs invested in unsold stocks, the proper course 
is to create a suitable reserve by an “appropriation” of profits—the stocks 
would then be shown in the Balance Sheet at “cost —less_ reserve.” 
Allowing for the practical difficulties involved in determining the true cost 
of unsold stocks which have come out of a mingled source, they insist that 
“actual cost, as nearly as actual cost can be determined, represents the 
proper basis for recording all deferred charges to future income.’’** 

The other school, dominated by the conservative practices of management, 
is prepared to regard the accounting for stock-in-trade as a question which 
can be sidestepped by reliance upon “‘the certificate of the manager or other 
responsible officer.” ‘These accountants cling tenaciously to the dicta of 
Lord Lindley in the Kingston Cotton Mill case,** when the profession was 
assured “that it is no part of an auditor’s duty to take stock. He must 
rely on other people for details of the stock-in-trade on hand.” 

Time will tell; there certainly can be no effective matching of costs against 
related incomes until the accounting treatment of the “cost of goods sold’ 
account is brought into line with this basic accounting concept. 

43. “Interactions of Accounting Practices and Economic Controls,” A. A. Fitzgerald, The Australies 

Accountant, Vol. XIII, p. 473. 


44. “Accounting Concepts of Profit,’”’ Gilman, p. 473. 
45. Acct. L. R. 1896, p. 77. 
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Depreciation. 

And now for depreciation. 

“The problem of depreciation is often broadly stated to be that of 
distributing the cost of plant (or other fixed assets) over its estimated life.”’* 

There is now a much wider recognition of depreciation as a cost of 
operation than formerly, when it was not uncommon to find depreciation 
treated as an appropriation of profits, or ignored in the accounts altogether. 
There is still, however, a great deal of loose thinking as to the nature of the 
depreciation charge, and in some financial circles it is regarded as a 
“doubtful” element and not as an outright cost. The fact that depreciation 
has been charged in the annual Revenue Account is frequently stressed, as 
though to emphasize that the management is deserving of some form 
of public acclamation for conforming to a new fangled accounting theory. 
You will be familiar with passages from Directors’ Reports, such as: “Your 
Company earned a net profit of £.... before charging depreciation, etc.” ; 
it would be just as appropriate to announce the earning of a net profit 
“before charging for wages.” 

The Accountants’ Handbook (a most excellent American publication) 
contains a very forthright explanation of the nature of this cost which I 
propose to quote in full, as it affords both an adequate and complete answer 
to those who may entertain any lingering doubts as to the necessity of 
giving proper accounting treatment to the depreciation charge: 

“It is high time that it be agreed that depreciation of plant assets is an 
actual out-of-pocket expense like the costs of labour and materials. It is 
true that depreciation of any one period is more or less an estimate, and may 
not be matched by an expenditure in that particular period; but it does not 
follow that it is a nominal and not an out-of-pocket cost. Depreciation 
charges represent merely the spreading of the cost (usually) of depreciable 
assets used in production over a period of estimated useful life. The money 
isnot spent in the current period because it has already been expended. It 
isnot primarily a question of replacement or renewal cost, as so many seem 
to think ; it is a question of charging revenues with a proper share of costs 
already incurred. The difference between depreciation and material cost— 
aside from question of precise accuracy of pertdic charges—is merely that 
expenditures for materials are made at more frequent intervals than 
expenditures for buildings and equipment.”* 

Individual businesses will determine the most suitable method of charging 
depreciation—a variety of methods is in use. The “straight line’’ method, 
however, has much to commend it. Whatever system is followed, a common 
objective has to be kept in mind, viz., the need to charge periodic incomes 
with that part of the investment in plant appropriate to the cost consumed 
during the period in the course of enterprise operations. 

Time will not permit of reference being made to several other interesting 
problems of periodic cost determination, such as the treatment of purchased 
goodwill, the conflicting views on whether interest and income tax are a 
“cost” or an “appropriation” of incomes, the handling of joint costs, etc. I 
must be content with having drawn attention to the basic accounting concept 
of periodic cost recognition, and with the supporting explanations already 
given, 

In submitting this paper I have not attempted to make out a case for 
radical changes in accounting practice. I am fully conscious of the fact 
hat “we must not spurn our modest possessions in our eagerness for great 
itellectual riches; that accounting is part of all that it has met; that its 
principles can never attain sublime perfection and that a search for 
simplicity and perfect order is doomed to frustration from the start.” 


4, “Twenty-five Years of Accounting Responsibility,” Vol. I, p. 159—George O. May. 
". Accountants’ Handbook, p. 1108. 
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But that is not to admit that improvements in our standards cannot be 
effected, nor to acknowledge that there is no body of underlying accounting 
theory which is incapable of resisting unreasonable demands of either 
managerial pressure or legal forces. 

In stressing the basic concepts which should guide us in measuring the 
periodic net profit or loss from normal enterprise operations, I feel that 
some challenge may have to be offered to the practices of managerial 
conservatism, as where the chairman of directors of a large and successful 
British company informed shareholders at the annual meeting, “that the 
whole of the profits were not brought into the Company’s Profit and Loss 
Account.” We bring in, he said, “only just so much as we require to pay 
the dividends we recommend, and to place to reserve or add to the ‘carry 
forward’ so much as we consider will make a ‘pretty’ balance sheet.’’** 

We must also be in a position to influence our legislators, where necessary, 
to discontinue the enactment of laws which offend against sound accounting 
standards of which the provisions of the Federal Income Tax Assessment 
Act relating to the taxation of private companies are a classic example. 

Again I stress that I have been discussing only that part of the operations 
of the enterprise which are reflected in summarized form in the “operating” 
section of the annual Revenue Account—I have put forward the proposal 
that this section of the account should, as far as possible, reflect the results 
of the period; that reserves for contingencies or unrealized losses, and the 
treatment of abnormal costs or incomes, should be clearly separated from 
this process. The treatment of such items, however, is a question outside 
the scope of this paper—it has to do with the preparation and issue of 
published accounts, a subject which incidentally is coming into the foreground 
of accounting discussions with increasing prominence in recent years. 


48. “Among the Balance Sheets,”’ p. 49. 





Taxation Section 
Epitep sy J. A. L. GuNN, F.I.C.A. 


AMOUNT IN Excess OF PRINCIPAL RECEIVED BY DONEE OF MorTGAGE— 
WHETHER ASSESSABLE INCOME. 

Colin McKenzie had an interest (subject to a prior life interest) under 
the will of Donald McRae deceased. After assigning this interest by way 
of first mortgage to the trustee company which was the trustee under Donald 
McRae’s will he assigned his interest by second mortgage on January 3l, 
1923, to M. J. S. Gair to secure the repayment of a principal sum of 
£2,374/5/9 with interest at 8% per annum until the date stipulated for 
payment, namely January 31, 1924. The mortgage did not contain any 
covenant to pay interest after that date. M. J. S. Gair assigned his rights 
under the mortgage to his wife, who, in turn, on September 25, 1934, 
assigned all her rights under the mortgage by way of gift to her daughter, 
Miss L. E. Gair, the appellant in this case. When the life interest fell im, 
the trustee discharged the liability on the first mortgage and paid the balance 
of the estate amounting to £4,760 to the appellant. At that time, the capital, 
£2,374/5/9, was still outstanding plus interest for the year ended January 31, 
1924, amouning to £189/19/-, which had never been paid and was capitalized 
under the mortgage. Out of the sum of £4,760, the appellant appropriated 
the sum of £2,374/5/9 in discharge of the principal sum, leaving a balance 
(less a further payment of £250 to another party which was not in question) 
of £2,136. 

The respondent claimed that the whole sum of £2,136 was assessable 
income of the appellant in the relevant year. 
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Held (Latham, C.J., Rich and Williams, JJ.; Starke and McTiernan, JJ., 
dissenting) that since there was no agreement to pay interest after 
January 31, 1924, and none had been awarded by the judgment of a Court, 
the sum of £4,760 received by the appellant was simply a lump sum 
representing the surplus which remained after repayment of the principal 
and interest due on the first mortgage. No part of the sum of £2,136 was 
therefore assessable as income of the appellant. 

Following is an extract from the judgment of Latham, C.]J.: 

“If the money had been paid to the original mortgagee, M. J. S. Gair, 
there is no doubt upon this hypothesis (that is, that it was paid as interest) 
that it would have been part of his income. But when a right to money, 
which, if received by A, would have been income in A’s hands, is trans- 
ferred to B, it does not necessarily follow that the money when received by 
B will be part of B’s income. If a promissory note is given to A in payment 
of his salary and A makes a gift of the promissory note to B, B will not 
receive the money paid under the promissory note as income. If X, not 
being a dealer in houses and land, sells his home to Y upon terms, and Y 
pays an instalment of the purchase money by transferring to X a right 
which he (X) has to receive a sum due to him by way of salary, then, 
though if Y had received the salary, the money would have been part of his 
income, when it is received by X in part payment for the house which he 
has sold, it is certainly not part of the income of X. He would receive merely 
part of the consideration for the sale of a capital asset. If Y were to deal 
with his salary in this way he would be liable to tax upon the amount of the 
salary with which he had so dealt, because the Income Tax Assessment Act 
1936-1940, s.19, provides that ‘income shall be deemed to have been derived 
by a person, although it is not actually paid over to him but is . . . dealt 
with on his behalf or as he directs.’ Accordingly the amount of salary 
would have been part of Y’s assessable income, but it would not have been 
part of X’s assessable income. Thus the same sum of money may be income 
in relation to one person and capital in relation to another. 

“If one person buys accrued rights to the payment of money, then, unless 
he carries on a business of dealing in such rights, he makes a capital outlay. 
If he pays £1,000 for the transfer of a mortgage upon which arrears of 
interest are due, he makes an investment of capital. Interest accrued due 
in the past, if it had been received by the original mortgagee, would certainly 
have been part of that mortgagee’s income. But when the original mortgagee 
deals with it by transferring the right to receive it to another person, it 
does not follow that such interest when received by that other person would 
be part of his income. Interest which accrued due after the transfer of the 
mortgage would be income derived by the transferee of the mortgage, and 
would be taxable in respect thereof. But interest which had fully accrued 
due before the transfer (as distinct from interest accruing during a current 
period but not having become due) would not be income derived by the 
transferee of the mortgage. The case of the gift of a mortgage cannot, 
in my opinion, be differentiated in any relevant respect from the case of the 
purchase of a mortgage. For these reasons I am of opinion that even if 
the amount of £2,136 had been payable as interest and had been paid as 
interest, it would not have been income of the appellant. 

“But in fact in the present case the hypothesis which I have assumed 
cannot be maintained because no interest was payable after January 31, 
1924. The only interest which ever accrued due under the indenture was a 
sum of £189, The right to this sum was transferred by gift to the appellant. 
The fact that if this sum had been received by the original mortgagee it 
would have been income in his hands does not show that it was income 
when received by the appellant. Thus the amount of £189 regarded as 
torming part of the £2,136 was not income of the appellant. The balance 
of the sum of £2,1364vas not recoverable by any person as interest, but only 
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as damages for detention of money or in a proceeding in which terms for 
redemption were decreed. If, for the reasons already stated, this sum would 
not have been taxable in the hands of the appellant even if it had been paid 
in pursuance of a covenant with the original second mortgagee to pay interest, 
there can be no ground for regarding it as taxable if it is regarded as 
representing damages which might have been (but were not) awarded in 
an action, or as representing a sum which might have been required to be 
paid in proceedings for redemption which in fact were never taken.” 

(Gair v. F.C. of T. (1944) 3 A.I.T.R. (not yet reported).) 

3REAKING Up PRoFITs OF AN ACCOUNTING PERIOD. 

The taxpayer company selected as its “standard period” for Excess Profits 
Tax, the calendar year 1935. Its financial year ended on June 30, but 
interim accounts for each half year were customarily prepared. The 
company claimed that the profit for 1935 should be obtained by adding 
together half of the profits for each of the years ended June 30, 1935 and 
1936. These accounts, it claimed, were the accounts of business “made up 
for successive periods of 12 months” as required by the Act. They were the 
only accounts adopted by the shareholders. The Crown contended that 
the desired result should be achieved by taking the sum of the profits for 
the half-years ended June 30 and December 31, 1935, and argued that the 
annual accounts were not “made up” at all: they were simply the result of 
adding together the two half-yearly accounts. 

Whilst upholding the company’s claim in principle, the Court (of Appeal) 
found that the existence of the six-monthly accounts was a “‘special circum- 
stance” permitting the taxation authorities to ascertain the 1935 profit “with 
exactitude” under the discretionary power vested in them by the relevant 
Act. (Jenkins Productions Ltd. v. I. R. Comrs. (1944) 1 All E.R. 610.) 

Royatties DERIVED 

By two agreements with an American company, an English company 
acquired a licence to use patents belonging to the American company, also 
the right to receive details of secret manufacturing processes, drawings and 
advice, and the right to use the American company’s trade marks. Under 
the first agreement, the consideration payable to the American company for 
the licences granted and the responsibilities undertaken by it was expressed 
to be a “minimum royalty” of £2,000 per annum. Under the second agree- 
ment, which superseded the first, the consideration was expressed to be a 
“royalty” of £100 per annum in respect of the use of the patents and a 
minimum sum of £1,900 per annum in respect of the use of the secret pro- 
cesses, trade marks, etc. 

The English company contended that the payment under the first agree- 
ment was, in part, payment for services and that such part, to be quantified, 
was an allowable deduction and that the £1,900 payable under the second 
agreement was also deductible. 

The Crown contended, inter alia, that the whole of the sums payable under 
both agreements was a royalty in respect of the user of patents and so not 
deductible under the English law. Held, inter alia, that the court was not 
bound by the amounts stated in the second agreement, and that the case 
should be remitted to decide as a fact how much, if any, of the payments 
under each agreement were sums paid otherwise than in respect of the user 
of a patent. (Paterson Enginering Co. Ltd. v. Duff (1943) 25 Tax Cas. 
43). 
VALIpITy OF ASSESSMENT NOT AFFECTED BY IRREGULARITY 

Section 175 provides that the validity of any assessment shall not be 
affected by reason that any of the provisions of the Act have not been 
complied with. 
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An illustration of the application of this section was given in the case of 
Cadbury-Fry-Pascall Pty. Ltd. v. F.C. of T., 3 A.1.T.R. 156, where the 
Commissioner made an assessment under s. 105, and subsequently issued an 
assessment under s. 104. The second assessment was described as an 
amended assessment, whereas in truth it was an original assessment. In the 
words of Williams, J., this was an irregularity which would be covered by 
section 175. 

PREMIUM ON GRANT OR ASSIGNMENT OF LEASE 
Whether Income from Personal Exertion or Income from Property 

In Commonwealth Income Tax Law and Practice I said at page 627: “If 
a taxpayer carries on a business of dealing in leasehold properties, e.g., 
hotels, the premiums received on assignment of leases are income from 
personal exertion. So also is a premium received on the assignment of a 
leasehold property which was acquired for the purpose of profit-making by 
sale. In all other circumstances a premium received on the assignment of a 
lease is income from property.” 

Support for the above opinion is to be found in a recently published 
decision of the Board of Review (10 C.T.B.R. Cas. 120). 

The Board of Review found that sums received in respect of the sales of a 
number of businesses by the taxpayer concerned were the proceeds of a 
business of trafficking in businesses and consequently were assessable. The 
proceeds were treated as income from personal exertion except in one instance 
where the taxpayer, who owned the premises, agreed to sell e business 
conducted thereon at a sum which yielded a profit to him of £25v and agreed 
to grant a lease of the premises to the purchaser. In this instance, the Com- 
missioner treated the £250 as a premium on the grant of a lease and assessed 
the sum as income from property. The Board stated that it did not think 
that, on the facts, the proceeds of this sale could be differentiated from the 
proceeds of the taxpayer’s other sales. It was of opinion that the proceeds 
were the proceeds of a business, but refrained from confirming the assess- 
ment because it was also of the opinion that the income should have been 
assessed as income from personal exertion. 

It will be seen from the above case that circumstances may exist where, in 
addition to sums received on the assignment of a lease a consideration “for 
or in connection with any goodwill or licence attached to or connected with 
land a lease of which is granted” (s. 83(1)) is assessable as income from 
personal exertion, being “the proceeds of a business carried on by the tax- 
payer” of trafficking in such businesses and so falling within the definition 
of “income from personal exertion” (s. 6). The position is the same where 
the taxpayer is assessable under s. 26 (a), i.e.. where the premium answers 
the description of “profit arising from the sale by the taxpayer of any 
property acquired by him for the purpose of profit-making by sale, or from 
the carrying on or carrying out of any profit-making undertaking or scheme.” 


DISCRETIONARY TRUSTS 

Section 101 of the Commonwealth Income Tax Assessment Act provides 
as follows: 

“For the purposes of this Division, where a trustee has a discretion to pay 
or apply income of a trust estate to or for the benefit of specified beneficiaries, 
a beneficiary in whose favour the trustee exercises his discretion shall be 
deemed to be presently entitled to the amount paid to him or applied for his 
benefit by the trustee in the exercise of that discretion.” 

The ordinary class of case contemplated by the section is where a settler 
or testator empowers trustees to make payments at their discretion to or for 
the benefit of his children on account of their maintenance, education and 
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advancement until the beneficiaries reach a specified age when they receive 
their share of the trust income as of right. 

It is thought that, in most instances, s. 101 operates against the Revenue. 
The following is an example of its operation: 

The net income of a trust estate was £3,700, to which two infant children, 
A and B, were contingently entitled. The trustees made the following pay- 
ments for the maintenance and education of the two children: A £620, and B 
£530. Three assessments will be issued on the trustees: 

ee. EO 08 cs ae on ke be ce de be £620 
a eee oP 530 
(3) In respect of remainder of the trust income £2,550 

Circumstances have arisen, however, where the application of s. 101 has 
proved to be of benefit to the Revenue. 

By deed of settlement a taxpayer transferred certain shares to trustees 
upon trust to pay the whole or portion of the trust income, at their absolute 
discretion, to the taxpayer. The trustees were also empowered, at their 
absolute discretion, to make payments out of the income or capital of the 
trust in satisfaction of debts, or the interest on debts, owing by the taxpayer 
on account of money borrowed by him for private purposes. The taxpayer, 
as settlor, charged the fund with the payment of the debts, but the creditors 
were not parties to the settlement. During the relevant income year the 
trustees paid part of the trust income to the creditors and paid the balance 
thereof to the taxpayer. The taxpayer claimed that he was assessable only 
in respect of that portion of the trust income actually received by him, but 
the Commissioner also assessed him under s. 101 in respect of the sum paid 
to the creditors on the ground that income of the settlement, to the extent 
of the sum so paid to the taxpayer’s creditors, had been applied by the 
trustees, in the exercise of their discretion, “for the benefit of” a specified 
beneficiary, i.e., the taxpayer. Held, taxpayer’s claim disallowed (10 C.T.B.R 
Cas. 116). 

“There is no evidence to prove that the creditor companies released the 
taxpayer from personal liability for the debts, and we are quite satisfied that 
he was not so released. That being so, the creditor companies were in a 
position to demand payment of the interest in question by the taxpayer 
himself. If they had done so and—supposing the taxpayer’s income was 
more than sufficient to meet the demand—the taxpayer had paid it, the income 
remaining in the taxpayer’s hands would have been so much less. Hence 
on the supposition stated—the result of the payment of the sum in question 
by the trustees of the settlement is that the income in taxpayer's hands is 
more than it would otherwise have been. In other words, the payment of 
the interest by the trustees has increased his resources to the extent of the 
payment. We are, therefore, unable to see how it could be held that the 
payment of the interest out of the income of the settlement was not an 
application of that income for the taxpayer’s benefit. 

“The position in brief is that the trustees have a discretion to apply the 
whole or any part of the income of the settlement in either or both of two 
ways, Viz. : 

“(1) By paying it directly to the taxpayer. 

“(2) By (pro tanto) paying the taxpayer’s debts. 

“If they exercise their discretion by paying it in both ways, the taxpayer 
receives benefits the character of which is, in our opinion, the same in the 
sense that his resources have been correspondingly increased or—what 
amounts to the same thing—his liabilities correspondingly reduced. For these 
reasons we hold that the sum in question was assessable income of the 


taxpayer” (at pp. 344-345). 
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A Depreciation Table 
Reducing Balance Method 


By P. W. MArsLAND, F.I.C.A. 


In accountancy text books and journals the varying advantages and dis- 
advantages of the reducing balance and the fixed instalment methods of 
writing off depreciation are frequently discussed, either generally or in 
respect to some particular point under discussion. 

In the September, 1936, issue of this Journal appeared a table setting out, 
as a percentage of original cost, the book values remaining after depreciation 
has been written off over a period of years on the reducing balance method. 

This table has been found very useful in practice for such purposes as— 

(a) Fixing the rate of depreciation to be written off new items of plant, 

(b) Assessing the current book values of plant at any time, when a 
complete plant ledger is not maintained, and 

(c) When completing tax returns of small traders, in assessing the 
“book values” of plant replaced or discarded during the year. 

A related table, which can be of equal value to accountants and students, 
is shown below. This tabie sets out the total percentage written off over 
periods from one to twenty years, at varying rates as stated. With the 
higher rates, a termination has been made when approximately 95% of 
the original book value has been written off. 

The percentage of depreciation written off during periods exceeding twenty 
years can be ascertained by means of a simple proportion sum. Thus at 
2%.% per annum, the total depreciation written off in 34 years will be the 
total to the end of the 20th year, plus 14 years’ depreciation on the book 
value of the asset at the end of the 20th year, i.e. :— 

60.3 
(29.8 X 
100 


, aS percentage w/o to end of 34th year. 
DEPRECIATION TABLE. 
REDUCING BALANCE METHOD 
TOTAL DEPRECIATION WRITTEN OFF TO END OF YEARS SHOWN. 
YEARS. ————CS&RATE, % WRITTEN OFF. _ 
10 
~ 100 


20 

20.0 
36.0 
48.8 
59.0 
67.2 
73.8 
79.0 
83.2 
86.6 
89.3 
91.4 
93.1 


94.5 
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The Effect on Goodwill Values of High Income Taxation 
By A. A. FITZGERALD. 


Mr. Gunn’s note under the above heading (Australian Accountant, 
October, 1944) directs attention to a factor in the calculation of goodwill 
values which is of vital importance to purchasers of goodwill. The note 
emphasizes one of the serious defects in the crude method of valuation by 
the method of so many times the estimated annual profit and the superiority 
of the “Super-profit” method advocated by Mr. P. D. Leake. ; 

According to the Super-profit theory, Goodwill is the present value 
(discounted at an appropriate rate) of an annuity equal to the estimated 
annual Super-profit for the number of years during which the estimated 
Super-profit is expected to be received. 

Super-profit is the profit remaining after allowing a reasonable return for 
management and interest on capital invested in tangible assets at a rate 
commensurate with the risk involved. 

The essential features of the method as distinguished from the “so many 
times annual profit’? method are :— 

1. The valuation is based on Super-profit (which is akin to the 
economic concept of pure profit) and not on total profit. 

2. The opportunity is given of allowing a higher return on capital 
invested in goodwill than on capital invested in tangible assets. This 
is justified by the fact that unquestionably in most cases the risk of 
loss of capital is greater. 

The theory on which the method is based makes full allowance 
for the wasting nature of goodwill. As Mr. Gunn has said, it is 
reasonable to assume that, in any case in which goodwill is apparently 
maintained for a lengthy period, what has really happened is that 
the purchased goodwill has been replaced in large measure by a 
new goodwill built up by the purchaser. 

The purchaser is paying now for a benefit which he is to derive 
over a term of future years. Hence the amount which he should 
pay is the present value of that benefit, and not its full future amount. 


The factor of taxation enters into the calculation because of point 4. The 
purchaser is paying now for a future benefit. He should not pay more 
than the present value of the benefit which he will receive. Conversely, the 
seller is receiving now the value of a future benefit which he is selling. He 
should not receive more than the present value of the benefit which he 
gives up. Hence before the present value of the annuity equal to the 
estimated Super-profit is calculated, the estimated income tax payable on it 
is deducted. 

Using the figures given in Mr. Gunn‘s example, the calculation of the 
value of the goodwill would be made as under :— 

Estimated annual profit .. .. .. ........ +2... £3,416 


Deduct— 
Remuneration for management, say £20 per week.. 1,040 


£2,376 


Deduct— 
Interest on capital invested in intangible assets, say 


£1,000 at 5% .. 
Super-profit .. 
One-third share .. .. . 


Deduct Income Tax payable thereon .. .......... 
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Present value of an annuity of £520 for, say, 3 years, 
Gene GE, WE, BOD cc ox cc ee ce ceee ss CRE 
Therefore the value of a one-third share of the goodwill by this method, 
and on the assumptions made, would be £1,293, as compared with £2,046 by 
the three years’ purchase of annual profit method used in Mr. Gunn’s 
illustration. 





War Savings Certificates Groups Method of Recording 


3y R. C. BLACKBURN, A.LC.A. 


The following is an explanation of a system of accounts for recording 
War Savings Certificate Group payments, which has been satisfactorily 
operated by me for some time past and which might be of interest. 

Each group may be divided into 8 shares of 2/- each (or any other 
number in multiple of 8, as preferred) and the names of the subscribers 
written underneath each other against the numbers 1-8. 

Across the top of the sheet will be inscribed (in the case of 2/- share) 
the dates of eight consecutive weeks, also numbered 1-8, so that at any 
specific date the total amount of payments made by each contributor may be 
speedily determined. 

Opposite each contributor’s name will be entered the numbers of the War 
Savings Certificates as they are purchased, in the order in which they have 
been bought. 

A further column should be provided on the sheet for the contributors’ 
signatures, when the certificates, completely paid up, are handed out. 

The only other record necessary is a totals sheet, upon which is recorded 
the dates and numbers of certificates purchased and distributed, their respec- 
tive totals, and the balance of certificates in hand. 

Virtues of this system are that it is readily self-balancing and very flexible 
in Operation. 


War SAVINGS CERTIFICATE Group No......... 


l 2 3 4 5 0 8 


- Certificate 


>. 7th 14th 21st 28th Jan. 4th 11th 18th 25th 


Contributors’ 


Names Signature 
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The Accounts of Holding Companies—4 
By G. E. Fitzceratp anv A. E. SPECK 


CONSOLIDATED INCOME STATEMENTS 
The purpose of the consolidated income statement is to show the result of 
the year’s trading operations of the consolidation as a unit. The two main 
principles to be observed are as follows: 
1. Eliminate inter-company sales or other related items. 
2. Eliminate inter-company profits and losses. 


Gross Earnings 
Applying the first of these principles, “the amount of sales entered in the 
consolidated statement will include only sales to the public.”! Inter-comipany 
sales are treated in the same way as transfers of goods between departments 
of a business, that is, as a deduction from both sales and cost of goods sold. 
One effect of this may be that the gross profit shown in a consolidated 
income statement will be at a much higher rate than the normal rate of gross 
profit in the industry, especially in the case of a consolidation where the 
subsidiary companies embrace various stages of production. The sales 
include only the price charged to the customer to whom the final product 
was sold, but the gross profit includes the profits which have accrued at each 
stage of production. A practical way of dealing with this point is to show 
the gross volume of sales, with the inter-company sales as a deduction. In 
this way, a ready comparison of gross profit with sales, both inclusive and 
exclusive of inter-company transactions, could be obtained. 
The following statement illustrates this treatment: 
Inter-Company 
Parent Company Subsidiary Transactions 
a ee ee eee £200,000 £75,000 £40,000 
Cost of Goods sold .. .. 150,000 60,000 40,000 
This could be shown in the consolidated statement as: 
a a 
Less Inter-company Sales .. .. .. .. .. 40,000 


Sales to the public .. .. .. .. .. .. .. £235,000 
Less Cost of Goods sold .. .. .. .. .. 170,000 


ee £65,000 


Unrealised Profit in Stock on Hand 

In a departmental business, or a mixed manufacturing and trading concern, 
it is universally recognised that all inter-departmental profits must be 
eliminated. For example, where manufactured goods are transferred from 
a factory to the selling department at a price higher than factory cost, the 
profit thereon is not realised until the goods are sold to a buyer outside the 
business; therefore any of these goods remaining in stock at the close of 
the accounting period must be reduced to factory cost. The same principle 
must be applied in consolidated statements. 

“Consolidated statements are intended to show the position and earnings 
on the basis of considering the entire consolidated group as a single unit 
Hence inter-company sales and inter-company profits not realised by means 
of sales outside the group are eliminated, although practical considerations 
may at times necessitate minor exceptions to this rule.” 

The treatment of such unrealised profit may be illustrated by the following 
example : 

1. Walter A. Staub, “Consolidated Financial Statements.” International Congress on Accountinés, 


1929. 
2. Couchman, Charles B., ‘“‘The Balance Sheet, its Preparation, Content and Interpretation.” 


(New York, the Journal of Accountancy, Inc., 1924, p. 233.). 





It of 
main 


1 the 
pany 
nents 
old. 
lated 
PTOSS 
> the 
sales 
»duct 
each 
show 
In 
> and 


\pany 
ions 

0 
0) 


acer, 
st be 
from 
t, the 
Je the 
se of 
nciple 


rnings 
» unit. 
means 
-ations 


lowing 


ounting, 


etation.” 


1945 THE AUSTRALIAN ACCOUNTANT 139 


Parent Company Subsidiary (100% owned) 
Sales .. .. > 0% Hh £200,000 £75,000 
Opening Stock .. .. .. 30,000 10,000 
Purchases .. .. s+ «« 145,000 62,000 
Closing Stock .. .. .. 27,000 12,000 
Sales from subsidiary to parent company during the accounting period, 
£40,000. Closing stock of parent company includes £10,000 transferred from 
subsidiary on which the latter had earned £2,000 profit. All the opening 
stock was obtained from other sources. 
Working Paper showing Adjustments 
Consolidated 
Parent Co. Subsidiary. Eliminations. Statement. 
Dr. Cr.  <. Dr. Cr. Dr. ce 
£ £ £ £ £ £ £ £ 
Sales . .. " 200,000 75,000 40,000 235,000 
Opening Stock . 30,000 10,000 40,000 
Purchases .. .. 145,000 62,000 40,000 167,000 
Closing Stock . 27,000 12,000 39,000 
Gross Profit .. 52,000 15,000 2,000 65,000 
Unrealised Profit 2,000 2,000 
£227,000 £227,000 £87,000 £87,000 £42,000 £42,000 £274,000 £274,000 











Consolidated Income Statement 
Gross Sales .. .. . . wa aw Sa-aw Se £275,000 
Less Inter-company Sales ‘he Ok ee ee ae 40,000 


OS GE ke. oe 4% ow 00 44 oe oe £235,000 
Less Cost of Goods sold— 

CO ee ee rere 

SUED ce we co 66 oe 20 te 00 os oo )|©=6 


£207,000 
Less Closing Stock (after deducting un- 
SE ED ge ce 46 os. oe ae 40 60 37,000 


Cost of Goods sold .. .. .. .. 1. we ee ee 170,000 


opens POOR 2. kx as ou 4s we ew as £65,000 


If the parent company holds only a majority interest in the subsidiary, the 
amount of unrealised profit would be proportionate to the parent company’s 
shareholding. For example, in the previous illustration if the parent com- 
pany holds only 80% of the shares in the subsidiary, the amount of unrealised 
profit would be £1 600, and the gross profit would then be £65,400, of which 
£3,000 (being 20% of £15,000) would be the minority shareholder’s interest. 

In these circumstances some accountants prefer to eliminate the full 
amount of the subsidiary company’s profit in stock held by the parent com- 
pany, but we consider this is incorrect, because, so far as the minority 
shareholders in the subsidiary are concerned, the profit is actually realised 
when the sale to the parent company is effected. 

By eliminating only the proportion of profit attributable to the parent 
company’s shareholding, the value of the stock on hand is stated at its true 
cost to the combine, namely, the original cost plus the outside shareholders’ 
profit on the sale. 

A different position arises where the sale is from the parent company to 
its 80% owned subsidiary. If the subsidiary company holds £10,000 stock, 
bought from the parent company at a profit of £2,000 to the latter, the 
amount of unrealised profit is £2,000, because the parent company’s profit 
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has been increased by that amount through the sale. It might be argued that 
since 20% of the subsidiary company’s shares belong to outsiders, 20% of 
the profit should be regarded as realised. The fallacy in this argument can 
be demonstrated by considering this transaction as the only business carried 
out by the two companies during the accounting period. If we regard only 
80% of the profit as unrealised, then the consolidation has made a profit of 
£400 without making any sales to the public, and it can double its profit 
merely by transferring another £10,000 of merchandise from the parent 
company to its subsidiary. 

Where there are several subsidiaries involved in these inter-company 
transfers, the same principles should be applied. For example, assume that 
the parent company holds £10,000 of stock bought from subsidiary A (80% 
owned) at a profit of £2,000 to A, and that A had previously obtained the 
goods from subsidiary B (75% owned) at a profit of £1,600 to B, the 
unrealised profit would be: 

80% of £2,000 profit made by A on sale to parent company £1,600 
75% of £1,600 profit made by B on sale toA........ 1,200 


Totel eureataeed O70R8 .40.6 50 ce cc we ee es «6 


If the stocks on hand include goods which were sold by one company to 
another prior to the parent company acquiring an interest in the selling 
company, no allowance should be made for unrealised profits, because the 
consolidation has not taken credit for such profits. 


Inter-Company Charges 

Charges made by one company to another within the consolidation should 
be eliminated. These may take the form of management fees, supervision 
and service charges, interest on loans or other expenses. The eliminations 
in such cases are simple and involve no change in the net income of the 
consolidation. In practice, it would be necessary to reconcile the books of all 
the companies in the consolidation to ensure that all accruals and transactions 
in process are taken up by all companies concerned. 

Inter-Company Purchase of Fixed Assets 

Where one company sells fixed assets to another related company and 
makes a profit on the transaction, the parent company’s proportion of the 
profit should be eliminated from the consolidated statement by crediting the 
amount to a Provision for Unrealised Profit Account. The treatment is 
similar to the adjustments necessary in the case of unrealised profits in stock 
on hand. 

As an illustration, assume that the parent company acquires a machine 
from its 100% owned subsidiary at a cost of £20,000, the subsidiary making 
a profit of £1,000 on the sale. So far as the consolidation is concerned, the 
cost of the machine is £19,000, and therefore £1,000 should be credited to 
Provision for Unrealised Profit. If the subsidiary is only 80% owned, the 
credit would be for £800. If the sale is from the parent company to an 80% 
subsidiary, the full amount of £1,000 unrealised profit should be eliminated. 
Depreciation on Fixed Assets acquired by Inter-Company Purchase 

A further complication arises in connection with unrealised profits on fixed 
assets, which is not present with unrealised profits in stocks on hand. In the 
case of the latter the profits become realised when the stocks are sold to 
outsiders. Fixed assets, however, are not usually disposed of in this way, 
but are gradually used up and written off by depreciation. Finney suggests’ 
that depreciation should be on the basis of inter-company cost, and he sets 
out methods for putting his suggestion into practice. 

3. H. A. Finney, Principles of Accounting, Vol. II. 
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The amount of unrealised profit could be written off the fixed asset by 
debiting Profit and Loss Appropriation Account, thus reducing the asset to 
actual cost, or the amount could be left in the Provision for Unrealised Profit 
Account and depreciation calculated on the amount of the asset account minus 
the credit in the provision account. 

This does not present any difficulty where the fixed asset has been acquired 
from a subsidiary and is carried in the books of the parent company. 

Where the fixed asset is sold by one subsidiary to another the case is not 
so simple. As an illustration, assume that subsidiary A (80% owned) sells 
machinery to subsidiary B for £50,000 and makes a profit of £10,000 on the 
sale. The asset will appear in the books of subsidiary B at £50,000. The 
parent company should debit its Profit and Loss Account and credit Pro- 
vision for Unrealised Profit Account with £8,000 (being 80% of £10,000). 
If it is decided to depreciate the asset by the straight line method over a 
period of 20 years, subsidiary A will debit its Profit and Loss Account with 
£2,500 per annum for depreciation, but for the purpose of the consolidated 
statement the annual depreciation should be only £2,100 (i.e., 5% of 
£42,000). The difference of £400 should be debited against the Provision for 
Unrealised Profit Account in the parent company’s books, and credited to its 
Profit and Loss Account for the year. This is best illustrated by considering 
the amounts that would be taken up for the purpose of the consolidated 
balance sheet as follows: 

As at date of acquisition of the machine: 

Machinery (in ledger of subsidiary B) .. .. .. .. .. £50,000 
Less Provision for Unrealised Profit (in parent com- 
ED bo: car ts ce oo ne he 60 00 do ee, 0 8,000 


£42,000 


At the end of the first year: 
Machinery (in ledger of subsidiary B) .. .. 
Less Provision for Unrealised Profit (in 
parent company’s ledger) be we De 
Provision for Depreciation (in ledger of 
subsidiary B) 
10,100 


£39,900 

If the machine had been acquired by the parent company, and had been 
carried in that company’s books at cost to the consolidation, the accounts at 
the end of the first year would show: 


Machinery (at cost) .. .. .. .. .. .. «- .- £42,000 
Less Provision for Depreciation .. .. .. .. .. 2,100 


£39,900 


Thus both methods produce the same result. 

Finney’s treatment appears to us to be logically sound, and theoretically 
correct. The parent compary is justified in making an annual appropriation 
to its Profit and Loss Account of portion of the Provision for Unrealised 
Profit, since this is actually realised by disposal of part of the value of the 
machine in the cost of the goods produced by it. By this method, at the end 
of ten years, when, theoretically, the full value of the machine will have 
been disposed of, the whole of the Unrealised Profit Account will have been 
written off to Profit and Loss. 
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Depreciation of Assets of Subsidiary 

When the parent company acquires its interest in a subsidiary some 
allocation of cost between the various tangible and intangible assets is neces- 
sary in order to determine the values on which it will be necessary to 
calculate depreciation. If the parent company places a higher value on the 
fixed assets of the subsidiary than that at which they are carried in the 
latter company’s books, the amount of the annual depreciation charge set up 
by the subsidiary will probably be insufficient for the consolidated income 
statement. The depreciation charge “must provide for ultimate extinguish- 
ment, not merely of the original cost paid by the subsidiary, but of the higher 
cost in effect paid by the parent company.’ 

For illustration, assume that in 1944 the parent company acquired an 
interest in a subsidiary on the basis of replacement value of assets. These 
include certain fixed assets valued for purpose of the acquisition at £20,000, 
but appearing in the books of the subsidiary at £10,000. The estimated 
unexpired life of the assets is ten years. In the books of the subsidiary 
company an annual depreciation charge of £1,000 will be sufficient, but for 
the consolidation as a unit a further £1,000 per annum will be needed. 

The most convenient method of treating this problem is to revalue the 
assets in the books of the subsidiary, carrying the excess to the credit of a 
Special Reserve or Assets Revaluation Account. Depreciation would then 
be provided in the books of the subsidiary on the basis of the increased values. 
Where there are minority interests in the subsidiary company, this course 
will be inequitable, and it may then be necessary to retain the assets at their 
existing values, and set up the additional charge for depreciation in the books 
of the parent company. 

It is sometimes suggested that where the parent company acquires shares 
in the subsidiary at a price which is in excess of the net asset backing of 
those shares, the difference should be debited to goodwill, thus avoiding the 
necessity for revaluation of fixed assets. There are many cases where this 
would be the correct treatment, but the facts of each case must receive 
consideration. Where these indicate that the price paid for the shares was 
arrived at by valuing the fixed assets at @ figure in excess of that shown in 
the subsdiiary company’s books, it is incorrect to debit such excess to goodwill. 
The increased price for such assets may be due to appreciation in their value, 
or to excessive writing down in past years. 


Profits, Losses and Dividends of Subsidiary Companies 

The entries to be made in the books of the parent company to record its 
investment in a subsidiary company will depend upon the treatment accorded 
to the profits, losses and dividends of the subsidiary. 

On acquisition of the subsidiary company’s shares, an “Investment in X 
Company” Account should be debited with the cost price of the shares. There 
are two methods of accounting for the subsequent profits and losses of the 
subsidiary in the parent company’s books. 

These may be brought to account as ascertained by debiting or crediting the 
“Investment in X Company” Account with the amount of the respective 
profit or loss. As an illustration, assume that on January 1, 1943, Senior 
Ltd. acquires 80% of the shares in Junior Ltd. for £40,000. For the year 
ended December 31, 1943, Junior Ltd. earns a profit of £10,000 from which 
it pays a dividend of £5,000 on March 31, 1944. For the next year Junior 
Ltd. incurs a loss of £4,000. 

Under this method, the following entries would be made in the books of 
Senior Ltd.: 


4. Walter A. Staub, “Consolidated Financial Statements.” International Congress on Account 
ing, 1929. 
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_ 1, 1943. Investment in Junior Ltd. 
To Cash 
for 80% of the shares in Junior Ltd. 


31, 1943. Investment in Junior Ltd. 
To Income from Junior Ltd. 
for share of the profit earned by 


Junior Ltd. for year ended 31/12/43. 


Dec. 31, 1943. Income from Junior Ltd. £8,000 
To Profit and Loss Account 
for Income transferred. 
Mch. 31, 1944. Cash £4,000 
To Investment in Junior Ltd. 
for dividend received from Junior Ltd. 
Dec. 31, 1944. Loss of Junior Ltd. £3,200 
To Investment in Junior Ltd. 
for share of loss incurred by Junior 
Ltd. for year ended 31/12/1944. 
Dec. 31, 1944. Profit and Loss Account £3,200 
to Loss of Junior Ltd. £3,200 
for share of loss transferred. 

This treatment is justified on the grounds that the subsidiary company’s 
net assets are increased by profits earned, and thus the value of the parent 
company’s investment is also increased. Losses sustained by the subsidiary 
company have the opposite effect. 

Under the alternative method, the investment is carried in the books of 
the parent company at cost and only dividends received are brought to 
account. This is done as follows: 

March 31, 1944. Cash £4,000 
To Dividends from Junior Ltd. £4,000 
for dividend received. 
Dividend from Junior Ltd. £4,000 
To Profit and Loss Account £4,000 
Dividend transferred. 


Any dividends distributed by the subsidiary company from profits accumu- 
lated prior to its acquisition should not be brought into the parent company’s 
profit and loss account. The parent company’s acquisition of an interest in 
the subsidiary includes a share in the latter’s capital and accumulated profits. 
That is, it buys and pays for its proportionate share of these accumulated 
profits. Any dividend subsequently received from such profits represents a 
return of some part of the assets acquired, and should therefore be used to 
write down the book value of the investment, by debiting Cash and crediting 
Investment in Subsidiary Company. 

Minority’s Interest in Losses of Subsidiary 

Minority shareholders in a subsidiary company are entitled to their pro- 
portionate share of profits earned, but it does not always follow that they can 
be charged with their share of losses sustained by the subsidiary. 

Directors of the parent company may consider it expedient to continue the 
operations of an unprofitable subsidiary even after the minority’s interest has 
been extinguished, and where this occurs the consolidated income statement 
must bear the full amount of the losses. If the subsidiary subsequently earns 
profits, the parent company would probably be justified in setting off the 
minority’s interest in such profits against its share in losses previously 
sustained and carried by the parent company. 
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Managerial Accounting—The Accountants’; Contribution 
To Management 


By WALTER SCOTT, A.I.C.A., A.C.A.A. 
(Continued from last month) 


4. THe Toots oF MANAGERIAL ACCOUNTING 

Let me pursue the analogy of the army a little further. Just as the 
advance guard of the army must be specially trained for the type of 
work it is expected to undertake, so the managerial accountant must have 
certain knowledge, which will enable him to exercise sound judgment, to 
perceive the things which really matter, and to pass to management the 
information which will be of value to it. There is something more—it 
is necessary that the managerial accountant should know how to present 
this data, so that it can be immediately assimilated by management. ‘The 
time has passed when accountants will be judged upon their output of 
figures. In future they will be appraised upon the wisdom with which they 
select the data for use by management. What then are the tools of 
managerial accounting, or, shall I say, of the Managerial Accountant? 

First of all, a sound knowledge of accounting methods and procedure. 
This is the basis, the foundation upon which the remaining educational 
structure is built. So much of the information which will be of value is 
to be found in accounting forms and accounting procedures, extracted 
from the accounting classification and the result of accounting data, that 
without a sound knowledge of general and financial accounting, erroneous 
judgments may be formed. In any case, only with such a knowledge 
can the true implications of a position be understood. 

Secondly, a thorough knowledge of cost accounting in all phases, 
Managerial accounting constantly uses costing techniques, its forms and 
procedures. It uses these as the basis for its deliberations on profit control. 
As arithmetic is an essential pre-requisite to a study of algebra, so is cost 
accounting to managerial accounting. 

Thirdly, Budgetary control. The budget is brought to its highest pitch 
of efficiency through flexibility. ‘The flexible budget is one which is 
prepared in such a way as to provide a means of computing accurate budget 
figures for any particular volume of business, and the comparison of actual 
operating results with the relevant budget figures is thus effected. The 
use of the flexible budget was a natural step towards profit control—the 
analysis and calculation of profits at any volume of turnover. Not only do 
these measures facilitate the setting of an amount of profit as a goal, but 
also the calculation of what the profit should be if the volume of turnover 
is over-reached or not reached. This provides an aspect which is not 
attained through standard costs. The differences between standards set 
and actual costs are disclosed through variance accounts, but it is necessary 
to extend the use of standards to distribution as well as manufacturing 
costs in order to obtain an overall picture. Obviously, variations in volume 
greatly affect profit, but they may not affect standard costs applied to 
manufacturing. For example, the standard manufactured costs of products 
may be exactly in line with the actual, and may be quite acceptable, but 
the business would still fail. The costing outlook is not sufficient—it must 
be extended to profit. 

Fourthly, Profit Control. This pre-supposes, on the part of the mana- 
gerial accountant, a thorough and comprehensive knowledge of profit control 
principles. The “Profitgraph” and the “Capitalgraph” developed by the 
late C. E. Knoeppel are important tools to be used for the accumulation 
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and interpretation of profit surveys. Furthermore, the effect of Fixed and 
Variable Costs upon Profits must be understood, as must also the operation 
of Differential Costs. These factors are frequently used in conjunction with 
Flexible Budgets, to which I have just referred. 

Fifthly, Statistics play a large part in Managerial Accounting and a 
knowledge of at least the main principles is essential. Statistics covers 
not only the collection, sorting, summing up and comparing of facts, but also 
the study of the most adequate and accurate methods of doing this work. 
Statistics, in other words, must constantly endeavour to invent and improve 
its working tools. With statistics must be included the use of charts, for 
these are simply mathematics in graphic form. 

Sixthly, Business Economics is increasingly important in the individual 
enterprise nowadays, and this will be especially true in the post-war period. 
Executives to-day are giving thought to the type of economy which will ve 
in operation after the war. They are thinking in terms of price levels and 
the volumes and kinds of services. Furthermore, because of governmental 
control and the inter-dependence of nations, the individual business unit is 
much more affected by economics to-day than ever before. At least it 
can be said that any person who seeks to interpret business and accounting 
information for the benefit and guidance of management must know 
sufficient of business economics to be able to judge with reasonable accuracy 
the extent to which business is likely to be influenced by outside conditions. 

Lastly, psychology. This would be of importance to any person under- 
taking managerial accounting, but because I believe in the fundamental 
nature of the accounting aspect, I feel that managerial accountng is properly 
the province of the accountant who has been specially trained for the task. 
The question of psychology is, therefore, of more than ordinary importance, 
because if there is one thing which has handicapped the accountant in his 
dealings in the past, it is the lack of knowledge of the principles of 
psychology or at least his inability to apply those principles. Too often 
there has been either a “stand and deliver” attitude or a cold-blooded 
approach which repels, rather than invites, collaboration. ‘Accountants 
deal with figures (1932 N.A.C.A. Year Book, page 23), and figures are 
impersonal—they have no emotions; they do not suffer from pride, from 
jealousy or from false dignity. They carry no titles and hold no offices 
that must be respected. The result is that the accountant dealing constantly 
with figures and often in the past, working a great deal by himself, tends 
to become tactless. He loses the touch of the salesman, or of the business 
executive, who are constantly dealing with human nature.” 


5. THe Metuops & Scope OF MANAGERIAL ACCOUNTING 


So much for the tools or the requirements of Managerial Accounting, 
but what of its methods and scope? How is it operated? I propose now 
to outline some of the factors which would be of vital concern to the 
managerial accountant. 

First of all, it has already been indicated that there is a fundamental 
interest in profit control. It is essential that it be possible to indicate 
what the profit will be at any volume of turnover. This necessitates a 
knowledge of flexible budgeting and a real understanding of the part 
played in costs by fixed and variable expense. Managerial Accounting 
deals in profit graphs, which set forth not only the profits at any particular 
Volume of turnover, but conversely, what volume of turnover is required 
to enable the business to pay its dividends and to set aside a stable amount 
lor reserves. It must be able to tell the point at which dividends will not 
be paid, the point where a loss will be incurred. If there is a high fixed 
cost and a low variable, for example, it would know that once the break- 
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even point has been passed, profits may, with an acceptable profit margig, 
accrue very rapidly. Conversely, if the volume of turnover necessary 
break-even is not obtained, that type of business will run into difficulty 
much quicker than the business with a low fixed cost and a high variable 
The latter, however, while being able to withstand a period when sale 
did not reach the break-even point volume demanded, will find that i 
profits accrue more gradually above that period. It is, therefore, probably 
much more subject to financial difficulties through over-trading than the 
former. ‘These are the economic profit considerations with which the 
managerial accountant is concerned. 

Progress may be made to such an extent that it may be possible tp 
indicate that where management and managing policy is consistent, wher 
there is a complete control over costs and a comprehensive knowledge of 
the economic characteristics, the profit of the business on any turnover may 
be interpreted at a certain figure, calculated in accordance with a specifi 
formula, as, for example, Fixed Cost, plus 68%9% of Sales, equals Total 
Cost. Alternatively, profit at any volume of turnover, is Sales Volume 
less Fixed Cost and 31%% of Sales. Obviously, only a comprehensive 
knowledge and control would make such an analysis and statement possible 

Profit control may take other forms. Depending upon the fixed and 
variable proportions, four different businesses, each with a turnover of 
£30,000, but with different fixed and variable ratios may each give a profi 
of £3,000. Because of the different fixed and variable cost ratios, the 
volume of turnover required to “break-even” may range from £15,000 t 
£24,000 in the four businesses. Similarly, on a turnoyer of £40,000, the 
profits would range from £5,000 to £8,000. They meet common ground 
in point of profit only on the £30,000 turnover. 

Such factors precede an analysis of the effect on profits of :— 

(1) An increase or decrease in volume. 

(2) Increased fixed cost and decreased variable cost. 

(3) An increase or decrease in sales price. 

(4) Increased or decreased variable cost. 

(5) Increased or decreased fixed cost. 

(6) The alternatives available to increase profits. 

In this last mentioned case, if a business had a turnover of £100,000, 
with a fixed cost of £21,000, and a variable cost of £72,000, its profit would 
be £7,000. If management desired to double the profit, it could be dont 
in one of four ways :— 

(1) By increasing the sales by 25%. 

(2) By increasing the price 7%. 

(3) By making reductions in the variable cost of 10%. 

(4) By reducing the fixed cost by 334%. 

Each of the foregoing would give a profit of £14,000. | 

These factors lead to a study of differential costs, which may be defined 
as that increase in the total cost which arises from an increase in the 
volume of production. The distinction between total cost and manufacturing 
cost should be noted, as distribution, selling and administrative costs have 
an important bearing upon differential costs. The study of differentid 
costs is essential in dealing with such questions as :— 

(1) What would happen to profits if one product was discontinued, 0 

an additional product added? 

(2) What is the marginal income for the business—a term used by 
G. Charter Harrison to denote the amount available for the paymetl 
of fixed charges and profit, i.e. sales less variable costs of such sales‘ 

(3) What is the economic effect of taking business below os 
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(Obviously, this would first require an analysis as to what was meant 
by cost.) 

(4) If for some reason it was desired to dump products on a foreign 
market, what would be the effect on profit? 


A knowledge of managerial accounting pre-supposes a_ thorough 
knowledge in relation to capacity factors within the organisation. It could 
easily be shown that the cost of a product, at total capacity, may be 5/-, but 
at current sales capacity, it may be 30/-. 

It is generally recognised that the fixing of normal capacity is one of 
the most difficult tasks which the cost accountant has to face. -Normal 
capacity itself has been defined as “the utilisation of physical plant that 
is necessary to meet the average commercial demands over a period of time 
long enough to level out the peaks which come with seasonal and cyclical 
variations.” (Charles C. James, N.A.C.A., Bulletin, Vol. 16.) 

If the expense rate is based upon normal capacity to manufacture, from 
many angles a true cost is obtained. It is not affected by expenditures 
resulting from idle capacity and which, therefore, do not arise within the 
product itself. On the other hand, use of normal capacity to manufacture 
rate may mean a serious under-estimate of costs from a managerial angle. 
The use of a rate based on normal capacity to make and sell may well 
mean the inclusion of amounts which would take up idle capacity costs. The 
respective merits of each of these methods must be weighed and their 
implications realised. 

The difference between the two rates relating to normal capacity, lies 
in the fact that on the one hand the Normal Capacity to Manufacture 
Rate deals in terms of manufacturing capacity, whilst the Normal Capacity 
to Make and Sell Rate assumes something in the nature of an arbitrary 


figure as a basic ability to make and sell. Thereafter, the two methods 


calculate Idle Capacity in the same way. In connection with the former, 
its use assists the sales department by the quotation of lowest possible 
rates. The fixed expense is spread over a greater number of units, the 
cost is lower and possibly the selling price is lower. It is easier to calculate 
and need be changed less frequently. It is, however, surely the province 
of the managerial accountant to point out that where Capacity to 
Manufacture is adopted, the organisation is working on the maximum which 
could be realised. In the great majority of cases it will not be realised, and 
im times of depression the variance may be very great. Thus, a cost may 
be given, but because of unabsorbed capacity, the loss may be very great, 
and there may be a tendency to overlook the fact that this loss is occurring 
and that the costs given have ignored this factor. Many businesses have 
foundered on this rock. It is the responsibility of the managerial accountant 
to point out how profits are being affected by this factor and to suggest 
what should be done about it. 

Whilst the main outlook of the managerial accountant is towards profit 
control and he is, therefore, vitally interested in budgeting, he must also 
be interested in cost control. Where there is a cost accountant, the 
preparation of the costing figures can be safely left to him. The conclusions 
drawn from the figures exhibited may, perhaps, well be left to the managerial 
accountant. He will be interested in causes—true causes. He must obtain 
the facts—real facts, which he can place before the executive with confidence 
that the executive can base his judgment on those facts. 

Mr. Pinkerton in the article previously referred to indicated what he 
felt should be given to him by the type of person I have termed the 
managerial accountant. He used the example in relation to his definition 
of a controller. ‘The question was one of increased fuel costs, an indication 
of such having been exhibited in the costs. After indicating that some 





THE AUSTRALIAN ACCOUNTANT APRIL 


of the original beliefs as to the reasons involved were not correct, the 
suggested report of the managerial accountant was as follows :— 

“Our fuel costs have been steadily increasing year after year, in 
spite of the fact that dollar volume has been fluctuating, with a decided 
downward tendency in the last three years. Here are the figures for 
six years. We have attributed the rise to the increased work in the 
enamel room, but that really accounts for only 58% of the increase 
in costs. Here is the proof. Only in the enamel room is there any 
increased demand for steam: other departments have required less or 
at least no more than formerly. Here is the proof. If the decreased 
demand in the departments results in only a nominal saving, from 
42% to perhaps 50% of the increased cost is unexplained. We are 
buying coal at a lower price per ton, but are using a cheaper grade. 
The unexplained difference may be due to less efficient fuel, less efficient 
firing, or decreased plant efficiency. The possible saving is indicated 
as blank dollars per year. To find out which inefficiency causes the 
loss will require these tests, which may cost blank dollars, before 
they are decisive, if it is necessary to carry them all to a conclusion 
What is your pleasure?” 

(N.A.C.A. Year Book, 1932—Page 24.) 

It is not suggested that this is a model report—it is not suggested that 
there is anything new in its approach, but it is interesting as expressing the 
view of a highly successful manager. 

Perhaps the scope of managerial accounting can best be indicated by 
outlining its methods in relation to the three main functions of business, 
viz., selling, manufacturing and administering. 

For a long time cost accounting devoted its attention almost solely to 
manufacturing activities. Every feature of manufacturing was put under 
a microscope. Every aspect of factory procedure was examined—traw 
materials by the chemist; operations by the time study engineer, who even 
extended his examination to motion study; power features by the s)ecially 
trained engineer. The field of distribution, however, was left practically 
untouched. It was a long time before recognition was given to the fac 
that distribution may be as profitable a study as manufacturing. Some 
few executives only realised the truth in the saying, “what shall it profi 
an executive, if what he saves in the factory he loses in the sales field” 
But it was the depression which finally drove home to American busines 
what distribution costs really meant. Particularly the Robinson Patmai 
Act in America forced executives to give attention to this subject. Some 
results have already been achieved, and one of the most important steps 
in this regard was the extension of Standard Costs to cover distribution 
factors. The laying down of standards facilitated a control of expenditure- 
something which had either not been attempted previously, or had _ beet 
tried in a haphazard way. The scientific distribution of selling costs gavt 
clearer pictures of the real position. These factors have developed a 
opportunity for managerial accounting. Not only does a close analysi 
of actual and standard results give managerial information, but it ha 
facilitated an analysis of those factors in which management is vitally 
interested. For a long time the salesman who was responsible for th 
largest turnover was looked upon as being the best, but scientific analysi 
of the various factors involved and the reduction of comparisons to a ne 
profit basis may well show that others with lower turnovers may & 
responsible for more net profit accruing to the organisation. In_ othe 
words, the final gauge is not turnover, or rather not necessarily turnovel, 
but is net profit. It should be noted, however, that it is net profit, and mt 
gross profit. Similarly, the arrangement of bonuses should be based upd 
the net profit factor—that is, the vital factor in the business. 
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By a combination of the factors known to the sales manager, and the 
fgures available through the costing section, the managerial accountant is 
in a position to indicate largely on scientific lines whether certain products 
should be dropped from certain territories; whether representation in 
certain territories should be increased or reduced, or possibly changed 
from one territory to another. It is true that it is not the function of the 
managerial accountant to make these decisions, but he should co-ordinate 
the knowledge existing in the business in such a way that the decision, 
based on the facts, can be readily given by the responsible executive. 

It is not too much to predict that after the war there will be a big 
scope for managerial accounting in connection with distribution. The 
virtual abandonment of marketing organisations, as such, during the war, 
lends itself to a complete revaluation of the distributive process. In many 
ways efficiency in the manufacturing processes has outstripped efficiency 
in distribution, and one of the coming major problems is to eliminate much 
cf the wasteful spread of expense between the door of the factory and 
the door of the consumer. In common with other countries, this is an 
urgent national problem in Australia, for it is essential that something be 
done to close the gap between the great volume of potential consumption 
represerited by our primary producers and the production capabilities 
(enormously increased since the war) of city industry. One of the methods 
to accomplish this would be by finding ways whereby that potential consump- 
tion can buy that production at a price which, converted into terms of primary 
produce, it can afford to pay. An enormous improvement in efficiency 
of distribution may well be the answer to this problem and there is a sober 
responsibility upon management, sales management, and managerial 
accounting, to effect this transformation. 

It has already been pointed out that the field of manufacture has, as a 
whole, received much more scientific treatment than distribution. Never- 
theless, much remains to be done by the managerial accountant in a scientific 
analysis of the differing aspects of fixed and variable expense and the 
use of dual rates, particularly in relation to such factors as service 
departments. There is a constant call for collaboration between the 
managerial accountant and the production executives. There are usually 
problems of idle capacity and differential manufacturing costs to engage 
his attention. Excess costs must be analysed in the way I have already 
indicated the fuel problem* was tackled. Furthermore, the use of flexible 
budgets, possibly developed on a functional basis, will be extended to take 
into account not only manufacturing activity as a whole, but also departments 
and processes. 

The field of administration is almost new, for little scientific analysis has 
been carried out in this regard. It is a virgin field, and it is quite possible 
that the big advances in managerial accounting in the next ten or twenty 
years may be in relation to administration. There seems reason to believe 
that, through managerial accounting methods, it may be possible to lay 
down standards of managerial efficiency and performance. 

While the maximum effort is directed to channels which will provide 
the greatest aid to the chief executive, the scope of managerial accounting 
must not, because of this, be construed as being of no advantage to any 
but the chief executive. I read an interesting article recently which 
suggested that the work of sales research is the function of the cost 
accountant. With this I could not agree, but there is much to be said for 
the fact that it may be the managerial accountant who finally analyses the 
tesults of sales research and interprets them in profit potentialities. 
Similarly, there is much valuable data to be found in the analysis computed 
by the managerial accountant in relation to the profit results of salesmen. 
Thus, the very data which it is necessary to accumulate in order to place 
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vital information and statistics before the chief executive, may be of the 
very greatest value to the sales manager. Similarly, if exhaustive analyses 
are made in relation to differential manufacturing costs, the conclusions 
reached may be of interest and value to the production manager. Also, 
the foreman—who is within his own sphere a minor manager—may receive 
considerable benefit from statistics which can best and sometimes solely be 
provided by the managerial accountant. 

Before passing from this subject of scope and methods, some attention must 
be given to the inauguration of managerial accounting. This may be done 
gradually through (a) Financial Accounting, (b) Statistical Cost Data, 
(c) Historical Cost Accounting, (d) Standard Cost Accounting, (e) Fixed 
Budgeting, (f) Flexible Budgeting and Budgetary Control, (g) Functional 
Budgeting, (h) Profit Studies, (i) Scientific Managerial Accounting. 

Alternatively, with some of the preceding functions operating in a 
somewhat haphazard fashion, a Managerial Accounting Plan Installation 
may be decided upon, and this may cover the whole subject. 


6. Tue Limitations & DANGERS OF MANAGERIAL ACCOUNTING 


I have tried, in the brief space of time at my disposal, to outline what 
managerial accounting is and what it sets out to do. I turn now to its 
limitations and its dangers. 

Firstly, there is no substitute for good management, and managerial 
accounting must never purport to be such. All the figures in the world 
never gave an order, but they have been of untold benefit to those whose 
duty it is to give the orders. The managerial accountant should remember 
this. His job is to obtain the facts, to analyse them very closely, to set 
out his conclusions very clearly, and where needed, to indicate the reasons 
which have guided him in coming to those conclusions. It is management 
which must take the final step. Obviously, however, it is immensely simpler 
for management to do this where facts are known. It saves the time of 
management ; it clarifies the issues; it facilitates assurance; it arouses trust; 
it enables management to concentrate upon the things which are not going 
according to schedule, and to give extra time to those things; but again 
let me stress, managerial accounting is not management and can _ never 
take its place. This factor should be recognised, as it will obviate mistakes 
and disappointments and ensure confidence and trust. 

Secondly, if management is prepared to lean upon the managerial 
accountant for the facts upon which to base decisions, the information 
given must be accurate. Nothing will destroy confidence more quickly than 
inaccurate figures. They must not be affected by personal opinion or by 
biassed views. They must be the result of a comprehensive study of all 
the factors involved. They must not be the result of personal prejudices. 
Where there are limitations upon the information at the disposal of the 
managerial accountant, this should be pointed out to management so that 
it can judge the extent to which reliance can be placed on the information. 
Unfortunately, here in Australia, we greatly lack fundamental statistics 
relating to business as a whole and classes of businesses in particular. 
In this, Australia compares quite unfavourably with many other countries. 
When outside considerations have to be taken into account, this is a real 
handicap and it is to be hoped that as the years go by there will be 
considerable improvement in this regard. 

Thirdly, and this is one of the greatest difficulties—while there is an 
enlightened section of management which is beginning to ask for this 
information, there is admittedly the major proportion which is not interested. 
The apathy of this section of management will only be overcome by 
education and experience—two factors to which accountants can contribute. 
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In this development, pressure of: post-war events and the pattern of 
st-war economy will play a part. 

Fourthly, Managerial Accounting must not over-reach itself. It is a 
device for the display of those managerial factors which can be interpreted 
jn accounting terms and forms, and it should be careful never to go outside 
its sphere. If there is a question of a complicated technical process— 
that is a matter for the production manager or the chemist. If there is a 
question regarding the choice of one of two types of advertisement—the 
decision is one for the advertising manager. lf there is a query as to 
which of two technical employees should be engaged, it is the personnel 
manager who should answer. The fact that managerial accounting takes 
itself into all spheres of the business increases the danger of meddling 
in matters which are not its concern. Nothing will destroy its value more 
quickly. It should be an aid to all functions, but should supplant none. 

Fifthly, Managerial Accounting must be carried out only by those 
adequately equipped to do the work. The demands are great, and the 
mental resources of those undertaking the work should be commensurate. 
Even if all the facts are correct, they must be displayed in such a way 
that management can readily grasp all the major issues. ‘They must be 
presented so that the whole story is told without over-emphasising any 
particular aspect. 


> 


7. THE RESPONSIBILITY FOR MANAGERIAL ACCOUNTING 

With the increasing complexities of modern business, many good judges 
believe that enlightened management generally is at the stage where it 
requires expert help. It realises its own limitations; it acknowledges its 
own weaknesses; it knows that too often its troubles are increased because 
it does not know all the facts associated with a situation. The greatest 
single aid is to have the figures and to have them set out in such a way 
that the responsibilities of management can be conducted without the need 
for guessing at solutions. The call to help management has never been 
more insistent than it is at present. It is up to the managerial accountant 
tv see that management is satisfied with the assistance given. 

The demand for assistance will, however, become much more insistent 
in the post-war period. No matter what pattern that period eventually 
takes, its difficulties are already casting their shadows. 

The problems engendered by these difficulties take different shapes in 
different businesses, as :— 

(1) Some organisations have arisen only as a result of the war. 

(2) Some have retained portion of their peace-time trade and have added 

war lines, with or without a peace-time future. 

(3) Some have carried out peace-time production, but on a greatly 

enlarged scale. 

Some have had their peace-time trade quite undisturbed. 

Some have carried out their normal peace-time trade, but on 
rationalised lines. 

Some have carried out portion of their peace-time operations only. 
Some have dropped all peace-time products, have carried out war 
work, some or all of which they will continue in the peace period. 
Some concerns have entirely dropped their peace-time products and 
have concentrated solely on war-time necessities with no peace-time 
prospects. 

(9) Some have kept in existence with virtually no trade. 

(10) Some have closed down altogether. 


Nevertheless, whilst the ditficulties must be considered in the light of 
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the circumstances attending each organisation, there are some general 
problems which industry will have te face :— 

(1) The uncertainty as to the future course of business, the price level 

which will operate, and the exact kind of economy that will develop, 

(2) The types, kinds, and volume of services and products for which 

there will be a demand. 

(3) In certain cases, the abnormally large stocks acquired at high price 

levels, with doubtful post-war values. 

(4) The enormous reservoir of products held by Governmental agencies 

and available for disposal. 

(5) The obligations upon industry to re-engage its employees who have 

been in the services. 

(6) The substantial amount of excessive and sometimes useless plant 

capacity. 

(7) The war-time assets acquired at greatly increased values, upon which 

adjustment will finally be sought. 

(8) The production facilities, in many cases under-maintained, partly 

obsolescent, and perhaps ill-adapted to post-war needs. 

(9) The reconstruction of marketing and distribution facilities virtually 

eliminated during the war period. 

(10) In certain cases, the greatly increased personnel hired for war-time 

necessities. 

The accountant cannot escape responsibility for a share in re-moulding 
conditions after the war, nor should he wish to do so. He is the logical 
person to undertake this newer type of accounting—it is definitely his 
sphere. Nor does this responsibility rest only with the commercial 
accountant any more than it rests solely with the professional accountant. 
It is possible, however, that the main brunt will be borne by the commercial 
accountant. He is not only constantly in touch with the management of 
the enterprise, but is also constantly dealing with the tools of trade of 
managerial accounting—with costs, with budgets, with profit control, with 
statistical anaiysis. He can consider situations which warrant immediate 
action, upon which management wants immediate information. 

But there is also a responsibility upon the professional accountant. It 
is true that the advent of managerial*accounting has not lessened the 
importance of financial accounts, but it somehow has altered the perspective 
It is not so many years ago that there were innumerable enterprises— 
many of them quite large—where the private books were written up by 
the auditor, and management waited until he had completed his work in 
order to learn the results of the preceding six months or year. With 
the higher standard of the commercial accountant, this situation has fast 
disappeared, and it is usual for the latter to complete the final statements, 
subject only to the certificate of the auditor. With progressive adoption 
of managerial accounting, the change in the situation will develop apace, 
because the newer type of accounting embraces a monthly Profit & Loss 
Account and Balance Sheet and there is, therefore, a progressive knowledge 
of all that Financial Accounting can give. The professional auditor may, 
therefore, offer in September the results of a year’s trading to the end ot 
the prévious June, but those results have been exhibited progressively 
from thirteen months before. Without desiring to overstress this matter, 
I must add that the period covered by the Auditor shall I say, in September, 
1948, and covering the year’s results from Ist July, 1947, to 30th June, 
1948, will have been the focus of budgetary planning in, say, March, 1947. 
By the time the auditor reaches the scene of operations in September, 
1948, management’s mind is focussed on 1949 and 1950, and the auditors 
certificate may be of value, not to management at all, but for statutory 
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and public purposes. It is quite possible, therefore, that except for such 
urposes, keen management will become progressively less interested in 
auditor's statements. Furthermore, this field is being seriously invaded 
by the newer conception of Internal Audit. 

There are, of course, still many other fields for the professional 
accountant—the pure secretarial, company law, bankruptcy and, above all, 
income tax. Particularly in these days of high taxation, nobody should 
under-estimate the importance of income tax. It requires—it demands— 
expert attention. Many managerial problems are intimately associated 
with income tax. But this does not, it seems to me, offer any reason for 
vacating the managerial accounting field. There is still a responsibility 
upon the professional accountant to open up this new field, to awaken a 
larger section of management to its value, to equip itself to provide 
managerial accounting installations so that the commercial accountant can 
carry on where the professional accountant leaves off. 

Each section of accountants—the professional and the commercial— 
has his part to play, and in closing I would like to indicate why we, as 
accountants, must not shirk it. 

Firstly, because, as I indicated earlier, it is part of accounting and, as 
such, is within the province of the accountant. I referred earlier to the 
managerial accountants as the advance guard. If the assignment of 
accountants to this position proves ineffective, they will be returned to 
the line and someone else will be given the opportunity. 

Secondly, because it is part of our obligation as a profession. We cannot, 
must not, lose sight of the fact that a profession lives or dies by the 
service it gives. The more faithful our service, the more respect our 
profession will enjoy. Management is bestirring itself and asking for facts 
which we can and must give. 

Thirdly, because there is an obligation to the enterprise or enterprises 


‘with which we are associated. They demand of us only the best that we can 


give. We are betraying our trust if we give less. Competition in the 
post-war period may become fierce. Economic conditions may become 
difficult. We must see that every aid the accounting profession can give 
to management is available, even before it is requested. 

Fourthly, there is an obligation to this, our country. In this sphere 
of managerial accounting—and particularly managerial statistics—we have 
commenced late, yet it may well be that our industries may be called upon 
to meet competition from overseas interests by our own efficiency alone. 
We cannot expect that tariff barriers can be raised to shield us from high 
costs arising out of our own inefficiency. We cannot foretell what world 
economic pattern may arise out of the world-wide deliberations. We do 
know, however, that efficiency is never a load to carry. Furthermore, if 
Australia wishes to enter more largely into some phases of export markets, 
we must learn to compete with other countries on equal terms. Many 
other countries are more advanced in their managerial accounting technique 
and have the advantage of such factors as widespread Uniform Costing 
Methods. In Occupied Europe, Standardised accounting has_ been 
imposed, and, as Dr. Singer says in his recent book (“Standardized Account- 
ing”), it will be extremely interesting to watch future developments. 

he repugnancy of any. compulsory direction of the accounting system 
but challenges us to see that voluntarily we perfect our own methods. 

‘Fifthly, there is an obligation to humanity at large. In amplification 
of this I wish only to give you two quotations :— 

Firstly, Mr. W. N. Batt, President of S.K.F. Industries Inc., 
speaking to the National Association of Cost Accountants, U.S.A. 
in 1932, said:— 
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“T invite you to carry away only this one thought, that busig 
faces the greatest problems in the next generation which it | 
ever met, and that the distress which is around us to-day must mg 
be permitted to exist again, if we are to maintain the present fog 
of Government which is so dear to us. It must not happen agai 
the spectacle of idle plant anxious to work; of men, with wiy 
and children, out of employment, anxious to work; of capital, anxio 
to be employed ; and all those three units standing around on sepa 
corners wringing their hands. If industry, if society, can’t f 
a better solution than the one we have had, a better one will be 
forced on us. I don’t know any part of a business from whi 
that solution is more apt to come than from you men who are ing 
position to study the trends of businesses. I am not so critical a 
to lay the responsibility of this depression at your door, becauggl 
you haven’t utilised the figures which you had; nor do I lay it at they 
door of management, because it hasn’t utilised your figures. But ff 
do say that in some way, somehow, through intelligent team work 
within, first the organisation, second, the industry, and third, society, 
some kind of a solution must and can be found.” 

(N.A.C.A. Year Book, 1932, Page 44) 

I commenced this lecture by referring to Mr. Fitzgerald’s Researdy 
lecture given here last year. In concluding, I refer to the Fourth Researé 
Lecture delivered in the University of Melbourne in 1943, by Mr. L. 
Schumer, who, in closing that lecture, quoted Lord Stamp as prophesying: 

“A planned world will only be kept in order by a phenomend 

development of accountancy; a half-planned world will only be kepi 

from chaos by almost a miracle of costing and impersonal accountancy 


(Australian Accountant, July, 1943, Page 282) 


Do we, as Accountants, realise this responsibility? Are we, as Accounta 
equipped and ready to meet this challenge? 
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